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HE purpose of this paper is to sketch briefly 
the legislative history lying behind the federal 
taxation of gifts. The material is drawn 

primarily from the Congressional Record, reports of 
Congressional committee hearings, and reports of the 
Secretary of the Treasury. It is felt that these refer- 
ences though not exhaustive are relatively complete 
and indicate the chief lines of argument and the parts 
played by the various protagonists.?. In the earlier 
period, it should be noted, Congress faced the funda- 
mental decisions, primarily whether there were to be 
federal income and death taxes. Only after having 
made these basic decisions did Congress need face 
problems of refinement and protection, the problems 
with which the gift tax is primarily associated. 


From the Civil War to 
The Wilson Administration 





During the Civil War, Congress enacted both in- 
come and death taxes. There was some discussion 
about the definition of “income” ; one proposed amend- 
ment even went so far as to list specifically as many 
as twelve classes of receipts that should be taxed as 
income, but none included gifts.2 The preliminary 
and final drafts provided that annually recurring items 
were to be taxed as income. The drafters probably 


*The writer wishes to acknowledge the assistance given by the 
Social Science Research Council without which this study and 
the larger one of which it is a part would not have been possible. 
as Department of Economics, Columbia University, New York, 
N. Y 


; The following abbreviations will be used: 


C. G, for Congressional Globe 

C. R. for Congressional Record 

Sen. Hear, for the hearings of the Senate Finance Committee 
for the years indicated 

House Hear. for the hearings before the Committee on Ways 
and Means of the House of Representatives for the years in- 
dicated. 

R. 8. T. for Report of the Secretary of the Treasury for the 
year indicated. 

*C. G., SERIE. 3, p. 2573: 
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“This article does not 
present the details of the 
various laws and pro- 
posals. The object rather 
is to trace the history of 
legislative discussion, to 
discover the awareness 
of the Congressmen to 
the issues, and to dis- 
close the part played by 


different individuals.” 







had in mind the British income tax, to which several 
references were made during debates.2 The Com- 
missioner ruled, however: 


“Marriage fees, gifts from members of a congregation to their 
pastor, etc., are taxable as income when the gifts or donations 
are in the nature of compensation for services rendered, 
whether in accordance with an understanding to that effect at 
the time of settlement, or with an annual custom. 

Gifts of money from father to son, when clearly not in the 
nature of payment for services rendered, and also clearly not 
in pursuance of an attempt to evade the revenue laws, are not 
liable to taxation as income.” * 


The death taxes covered transfers to take effect at 


death. The legacy tax made no mention of any other 
type of inter vivos gifts, but an interesting provision 





3 Ibid., p. 2487 and passim. 
4 Boutwell, George S., A Manual of the Direct and Excise Tar 
System of the U. 8. (4th ed.; Boston; 1864), p. 153. 
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appears in the act of 1864 taxing succession to real 
estate. It reads: 

“That if any person shall, by deed of gift or other assurance 
of title, made without valuable and adequate consideration, 
and purporting to vest the estate either immediately or in the 
future, whether or not accompanied by the possession, convey 
any real estate to any person, such disposition shall be held 
and taken to confer upon the grantee a succession within the 
meaning of this act.” ® 

This wording is so broad as to constitute virtually a 
tax on gifts of real estate. In the brief debates no 
references seem to have been made to gifts or to any 
problem that might arise with respect to them. 
brought quiet repeal. 


Peace 


A generation later the income tax of 1894 was 
passed; it included as subject to tax all property re- 
ceived by gift or inheritance. Although the bulk of 
the debate was on the question of estate tax, the in- 
come tax also received a share, which centered primarily 
on the desirability of the tax, not on specific features 
such as definition of “income.” Senator Morrill, how- 
ever, in apparently the only specific reference, ob- 
jected to the inclusion of gifts, characterizing as 
tyrannous a tax on “tokens of regard” or gifts of the 
aged seeking relief from the burdens of management.’ 
The whole act, however, was declared unconstitutional 
without any specific statement by the Court as to whether 
gifts might constitutionally be taxed as “income”. 

When Congress was seeking revenue for the Spanish- 
American war, the House defeated attempts to reenact 
the income tax of 1894 (as a war measure),® but the 
Senate Finance Committee added a legacy and succes- 
sion tax to the House bill. The provisions followed 
closely those of the Civil War legacy tax act of 1804, 
providing that only gifts to take effect at death were 
to be taxed.’° The brief debates passed over the prob- 
lem of gifts. Peace was again followed by repeal 
although complicated litigation regarding gifts tak- 
ing effect at death kept the act in court for many years. 


From 1913 to 1924 


Gradually, as part of the liberal movement of the 
first decade of the century, popular discussion of 
inheritance and income taxation brought results, more 
states passed death taxes, the income tax amendment 
was ratified, and a federal income tax was enacted in 
1913. The original draft was silent regarding gifts, 
but a Senate amendment, accepted without extended 
debate, provided specifically that the gains on, or 
profit from, but not the value of, property acquired by 
gift were to be taxed.’! Senator Cummins unsuccess- 





5U. S. Statutes at Large, Thirty-eighth Congress, First Session, 
Sec. 132, p. 288. 

6 Fifty-third Congress, Second Session, Chap. 349, Sec, 28. 

7C. R., XXVI, 4, 3813. 

8 Pollock v. Farmers’ Loan & Trust Co., 157 U. S. 429 (1895). 

9C. R., XXXI, 5, 4368-70; 4459. 

1 Tbid., 5, 4930; 5074; 5718. 
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fully objected to the whole section taxing gains on 
the grounds that it confused income and principal and 
that Congress could tax only “income,” a term with 
a definite meaning and which Congress was not em- 
powered to define; no one in the country would or 
could construe a gift or bequest as income.'? Two 
attempts to pass an inheritance tax with a large credit 
for the states failed.’* 

The first federal estate tax was enacted in 1916, 
The House draft had a clause by which gifts made 
within four years of death were to be presumed to 
have been made in contemplation of death. Elston 
disapproved of the provision, implying that it would 
tax all gifts regardless of the donor’s intent. Kitchin 
in defense of the provision pointed out that most states 
had it and said, 


“ 


and if we did not have that provision in, the gentlemen 
can see what great fraud could be perpetrated upon the estate 
tax law.” 

He denied that it would cloud every title to transfer.” 
One argument against the bill was that it infringed 
on what was properly a state domain. Hull agreed 
that there was merit to this view. He answered it, 
however, in his general defense of the tax by saying 
that state taxes were being “evaded” on a wholesale 
scale, but he appears to have been thinking of “eva- 
sion” not by gifts but by the use of holding companies.” 

The Senate, whose changes the House accepted, did 
not debate the presumption but weakened it by stipulat- 
ing that fair rather than fair and adequate considera- 
tion would remove a transfer from the gift class and 
by reducing the presumption period from four to two 
years but strengthened the act by increasing the rates 
on estates over $1,000,000.7° 

In January, 1917, additional revenue was needed for 
defense. The proposed bill raised the estate tax rates 
by 50 per cent without making other changes in the 
act of 1916. LaFollette proposed to tax as income all 
property over $50,000 received by gift or inheritance, 
but the proposal was defeated, 23-51.17 After the 
declaration of war the tax bill was finally passed with- 
out significant change or debate on the provisions 
under consideration here. A few references indicate, 
however, that in the committees and perhaps on the 
floor, there were serious differences of opinion regard- 
ing the estate tax. 

Just before the Armistice, Congress was consider- 
ing another revenue bill. Hull suggested that during 
the war gifts be subjected to the normal income tax 
rate, but no one seems to have challenged or championed 





ne. R, Ta 8, 34s 

2 Ibid., 3843-4. 

3C, R., L, 5, 4469-70; 4922. 

14C. R., LITI, 11, 107-9. 

45 Ibid., 11, 10656-7. Where the word ‘‘evasion’’ appears in quota 
tion marks it is the word actually used by the speaker; the meaning 
ordinarily is that now given to ‘‘avoidance.’’ 

16 C, R., LITI, 13, 13298. 

7C. R., LIV, 5, 4510-13. 
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this view.’* The final bill was passed after the Armistice 
and reflected some changes attributable to the peace. 
It included a provision exempting for the first time 
bequests to charitable and simijar institutions but did 
not include the inheritance tax originally proposed 
by the Senate. 

Secretary Mellon set out in 1921 to reduce tax rates ; 
he argued that if the rates were high the wealthy 
would “evade” them. They could, for example, by 
gifts of capital split the income among several per- 
sons to reduce the surtax. The hearings contain no 
other significant references to gifts and discussion in 
the House seems to have been strictly limited. The 
Senate, under Republican leadership, apparently domi- 
nated the revision.'® Miscellaneous references in the 
Senate touched, without fully debating, certain in- 
teresting points such as charitable foundations, an 
extra 15 per cent transfer tax on tax exempt bonds, 
and taxing gifts as income. A substantial increase in 
the estate tax was urged by LaFollette as part of his 
fight for progression. It was pointed out that France 
had a gift tax and that the small number of large 
American estates taxed since 1916 indicated the effec- 
tiveness of gifts for avoiding death tax. The proposal 
was defeated, by a vote of twenty-eight to thirty-nine.” 
Walsh introduced another gift tax saying, 

“It seeks to place an excise tax upon gifts of money or prop- 
erty made by donors to relatives and friends for the purpose 
of having their tax burdens lessened by lowering their incomes 
so as to fall within an income bracket that would lessen mate- 
rially their tax.” 

Here the emphasis was on protection of the income 
tax. After a short debate the amendment was passed 
late at night, thirty-five to thirty-one.2!| A combina- 
tion of Democrats and Republicans seems to have 
heen successful in checking the Senate Finance Com- 
mittee’s attempts to reduce the estate tax substantially 
after vigorous contests on the floor of the Senate. 

The gift tax, the higher estate tax rates, and certain 
other features which the Senate had adopted after 
determined struggles were eliminated in conference. 
Several of the conferees were dissatisfied with the 
results but accepted them to get a bill to aid business 
by lowering taxes and removing uncertainty. Fordney, 
reporting to the House, said that the conferees thought 
a gift tax “inadvisable.” 

“A tax on gifts wouid lead to evasion by sales at less than real 
value, and the questioning of the motive of many bona fide 


sales.” 

His gross misrepresentation of the treatment of chari- 
table gifts was corrected by Ramseyer and Garner. 
The latter blamed Green for conceding and added that 
the conferees had promised to put the gift tax, instead 
of a sales tax, in the bonus bill.?? 


*C. R., LVI, 10, 10165. 

" Sen. Hear., 1921, p. 11. 

~C. R., Eee, 7, 7378-9. - 
* Thid., 7485-6, 
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The Senate conference report, apparently written 
by Penrose, tried to put the rejection on somewhat 
higher grounds, saying that a gift tax was untried, 
that gifts in contemplation of death were already 
taxed, and that income in the form of capital gain on 
gifts was taxed in the new bill. These provisions 
would go far to prevent “evasion.” Simmons and 
Jones referred to a heated contest over the issue and 
disapproved of the result, which, however, was ac- 
cepted.” In both houses final debates were rigorously 
limited—Congressmen were anxious to get home for 
Thanksgiving. 


From 1924 to 1932 


sy 1924 general tax revision was again an issue. 
In the House Committee hearings Ramseyer vigorously 
defended high death taxes, urged adoption of a gift 
tax, and called upon the committee to get data on the 
extent of “evasion” by gifts from the Treasury. With 
such information the House could make an enlightened 
decision. Green agreed that gifts were costing much 
revenue, more, in fact, than tax exemptions, and Garner 
urged adoption of a gift tax and suggested higher 
rates than on estates and extra levies at death on tax 
exempt bonds.** Dickinson of Missouri and repre- 
sentatives of the People’s Lobby and the American 
Farm Bureau Federation favored a gift tax.”® 


Mellon opposed the principle of the death tax, 

argued that it was unconstitutional, and urged its 
reservation for war emergencies. He opposed the 
gift tax, saying, 
“This tax also is a tax on capital, the proceeds of which do 
not go into capital, and, therefore, work a destruction of the 
total capital of the country. Any annual tax on gifts is sus- 
ceptible of evasion by spreading the gifts over a period of 
vears. It will mean practically nothing by way of revenue to 
the Government. It will be extremely difficult to detect and 
enforce. It has a most peculiar incidence, unlike any other 
tax that I know of, the one who gives pays the tax, and not 
the one who receives.” ” 


He also said that tax-exempt bonds would be exempt, 
that “evasion” was possible not only by gifts but also 
by trusts, and that people always avoid taxes when 
rates are high.” “The social necessity of breaking up 
large fortunes in this country does not exist.” ** 
Frear introduced a gift tax with a provision cumulat- 
ing gifts over a three year period.*® Green also in- 
troduced a gift tax. Mills objected to the novelty and 
urged more study. Green defended his proposal as 
necessary to prevent wide-scale avoidance but had to 
admit, under pressure from Mills and Longworth, 


2 CO, R., LXI, 8, 8069-9082. 

23 Tbid., 8109. 

** House Hear., 1924, pp. 251-6. 
* Ibid., p. 252; 507; 412. 

26 Sen. Hear. 1924, p. 61. 

“7 Ibid., pp. 267-71. 

25 Ibid., p. 224. 

2'C.. B.,, iaeV,. 1, 651. 
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that some provisions were vague. Frear and Green 
tried to bring the debate back to the real issue. The 
latter pointed out that to prevent “evasion” by spread- 
ing gifts over many years the maximum rate, 10 per 
cent, applied on all gifts over $46,000 each year. 
Garner then said; 


“T recall that in the discussion of this bill on the first day I 
called your attention to the fact that the Republicans kicked 
the Democrats out of the committee when the committee 
began to consider the income tax and the estate tax and the 
gift tax. Of course, you can appreciate now just what show 
the gentleman from Iowa (Mr. Green) had in there with 
Ogden Mills on one side and John Tilson on the other in the 
consideration of a gift tax. That illustrates exactly how the 
chairman of the committee was fooled into the idea that he 
could go among a lot of men like that and get away with 
anything in behalf of the entire people. I warned him about 
it in the beginning but he would not take my warning, and 
now you see the shape he is in.” ® 

The gift tax, he concluded, is a mother tax to the in- 
come and estate tax and should have rates equal to those 


of the latter and high enough to protect the surtaxes. 


The next day Green introduced an amendment rais- 
ing the rates of the proposed gift tax, but providing 
an exemption of the first $500 of each gift to exempt 
small charitable gifts. Mills declared that Garner, 
not Green, was the author of the amendment and 
replied to Green’s reassertion of the necessity of the tax: 


“Now the gentleman wants to know why I treat with levity 
the proposition which is now before the House. It is because, 
gentlemen, it is impossible to treat it in any other way. You 
cannot treat it seriously because it accomplishes no serious 
purpose.” ™ 


He showed that over a period of years, by utilizing 
the $50,000 annual exemption, a person could transfer 
huge sums tax free and said that it was unwise to 
“kid” people into thinking you are accomplishing 
something. 

AVEY, siding with Garner and Green, suggested 

first that the tax be put on the total of gifts made 
before death; Green replied that this had been con- 
sidered but was impracticable. Davey then suggested 
insertion of a provision like that in force since 1932 
which cumulates the gifts over a period of years to 
find the applicable rate. The House rejected this 
amendment, but Green’s gift tax was passed, by a 
vote of 191 to 65.%” 


In an extension of remarks Congressman Celler 
raised an argument which appears occasionally in the 
debates of the period, namely that death taxes are to 
encourage the breaking up of estates and to prevent 
the concentration of wealth but that a gift tax, hinder- 
ing the making of gifts, would impede rather than 
encourage this basic objective of death taxes. 


The Senate Committee eliminated the House gift 
tax on the grounds that it would be difficult to ad- 





%* CO, R., LXV, 3, 3119-3122. 
% Tbid., 3173. 

® Ibid., 3173-78. 

30, R., LXV, 4, 3382. 





September, 1940 





minister. Senator Walsh, near the end of tiring debates, 
declared that a gift tax was essential and introduced 
another. He pointed out that a person was not forced 
to make gifts if he was unable to pay the tax. Smoot 
accepted the amendment in order to get the bill to 
conference where he apparently hoped the gift tax 
could be eliminated. Simmons, ranking Democratic 
member of the Finance Committee, said that neces- 
sity overruled his natural inclination and made him 
favor the gift tax. The bill thus went to conference 
with a gift tax provision from both houses.*4 


As finally reported and passed without debate, the 
bill contained a gift tax with rates ranging from 1 per 
cent on $50,000, 2 per cent on $50,000 to $100,000, up 
to 40 per cent on that part of gifts in any one year 
over $10,000,000. An annual exemption of $50,000 
plus exemption of the first $500 of any gifts to any 
individual during the year was provided. The esti- 
mated revenue was $2,000,000. The estate tax rates 
on the upper brackets were raised and, another defeat 
for the conservatives, a 25 per cent credit allowed 
to the states. 


In signing the law, President Coolidge said, 


“The bill raises the estate tax to 40 per cent. As a concomitant 
is added a gift tax which is a further invasion of the rights of 
the citizen, both unusual in nature and of doubtful legality.” ® 
Mellon wrote, “The attention of Congress should be 
directed principally to the excessive surtax rates and 
the confiscatory estate tax rates. The gift tax is un- 
workable and unduly hampers legitimate business.” * 
He said that it was perhaps unconstitutional and that it 
illustrated the futility of trying to prevent avoidance 
of excessive rates without penalizing legitimate trans- 
actions. “Something is wrong with our tax policy,” 
he concluded, “if legislation such as this is necessary 
to make the collection of revenue effective.” ** Later 
he reiterated these objections, adding that the gift and 
estate tax were inconsistent regarding the desirability 
of breaking up fortunes and that gifts were desirable 
to permit children to learn how to manage property. 
He again recommended its repeal.** Collections had 
come to almost four times the estimate. 


Other protests against the high taxes appeared. 
The estate tax, especially with the crediting device, 
rather than the gift tax was the center of discussion. 
By the end of 1925 there was a substantial movement 
for revision. Numerous state legislatures protested 
against what they termed federal dictation to the 
states by means of the crediting device. 


The House Committee struck out the gift tax and 
substituted a two year conclusive presumption ol 


% PR. 8. T., 1924, p. 264. 
% Tbid., p. 4. 

7 Tbid., p. 14. 

* FR. 8. T., 1925, p. 353. 
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contemplation of death but retained and defended the 
crediting device.*® Mills agreed that the crediting 
device was necessary but again fought the gift tax 
partly on the grounds that it was unworkable, com- 
plex, and discriminatory against corporation benefit 
funds, and partly on the grounds that the new treat- 
ment of contemplation of death would prevent “eva- 
sion” just as well.*° Hull vigorously defended death 
taxes and referred to the provisions of the 1894 income 
tax, but said nothing directly in favor of the gift tax.” 
Frear accused the Treasury 
of not wanting to adminis- 
ter the gift tax 4? and with 
Collier of New York de- 
fended it.4* Treadway dif- 
fered and concluded, 
“It is quite generally admitted 
the principle [of the gift tax] 
was wrong and therefore in 
the present bill it has been 
eliminated, although the clause 
which would permit gifts being 
made in order to avoid inherit- 
ance taxes has been materially 
strengthened. This tax had 
never been favorably regarded by 
the best students of taxation.” “ 

Green, defending his shift 
away from the gift tax, said 
that he had deferred to his 
colleagues because they felt 
so strongly.*® There are in- 
dications of a hard fight on 
the estate tax; its retention 
can probably be credited to 
the firmness of Green, Garner, and Collier in the Com- 
mittee and the activity of such men as Frear on the 
floor. The House increased the credit for state taxes 
to 80 per cent of the federal tax, acceding to the argu- 
ment that this source of revenue should be reserved 
to the states.*® 

The Senate Committee, however, eliminated the 
estate tax. Norris, thereupon, introduced an amend- 
ment to tax gifts and inheritances over $5,000 as 
income.*? He argued that heretofore gifts and in- 
heritances had not been taxed as income because they 
Were taxed in other ways, that people who received 
property without working should be taxed as much 
as those who worked, and that tax “evasion” should be 
checked. Dill and Howell defended the proposal while 
Smoot and Reed opposed it as unfair, unproductive, 
and unnecessary. Estimates of its annual productivity 


ranged from $250,000 [Smoot] to $900,000,000 ** 


ees 


*C. R., LXVII, 1, 522. # Ibid., 693. 

«bid, 558. * Ibid., 719. 

‘Ibid. 562. “ Ibid., 966. 

* Ibid., 661. CO, R., LXVII, 4, 3591. 
“.Ibid., 648. 8 Ibid., 3833; 3844. 





“In general it can be said that Congress in con- 
sidering income and death taxes has almost 
always had presented to it the fact that gifts 
were in some significant way related to the 
thing being taxed. With the exception of the 
Civil War income tax the laws have always 
made some specific provision for the treatment 
of gifts. Yet over the provisions in the earlier 
laws there was scarcely any debate. This fact 
probably indicates not that Congress felt that 
the proposal was the best possible, but rather 
that either the general principles or some other 
provisions of the major tax itself were of far 
greater importance. The actual provisions en- 
acted have often, apparently, been the work of 
someone behind the scenes; in some cases pro- 
visions of foreign or state laws may have been 
followed with very little special consideration.” 
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[Simmons]. Meeting the argument that certain 
families might suffer, Norris increased his exemptions 
to $200,000 for immediate relatives. Only thirteen 
votes, those of Borah, Couzens, Dill, Ferris, Frazier, 
LaFollette, McMaster, Norbeck, Norris, Nye, Shipstead, 
Walsh, and Wheeler, were cast in its favor with fifty- 
seven opposed.-*® The 1926 revenue act contained no 
gift tax but retained the estate tax with reduced rates 
but with an 80 per cent credit and a conclusive pre- 
sumption that gifts made within two years of death 
were in contemplation of 
death. The rate reduction 
was made retroactive to 1924 
with provision for refund. 
During the next four years 
the Federal Treasury was 
not seriously pressed for 
revenue, and tax rates were 
relatively low. The gift tax 
was apparently not even 
discussed in Congress, but 
in 1927°° the estate tax 
was considered in committee 
where Mills, then speaking 
for the Treasury, recom- 
mended its repeal. He 
argued that it belonged to 
the states, that they needed 
the money, and that entry 
of the federal government 
into the field had not im- 
proved the situation. Gar- 
ner made the obvious reply, 
namely that the states could get 80 per cent of the 
revenue; he also answered the argument that the 
estate tax should be reserved for emergencies by de- 
claring that it needed to be in force for a whole gen- 
eration in order to be equitable, and asked whether 
the emergency existed only during the fighting period 
or as long as the war debt remained.” 
Representative Blodgett, calling one witness after 
another, led most of the opposition to the federal 
estate tax. There is little doubt that members of the 
committee were considerably annoyed at the tactics 
of Mr. J. A. Arnold and Mr. Blodgett who, with their 
American Taxpayers’ League, were trying to defeat 
the estate tax and in their publicity listed among their 
previous achievements the defeat of the federal gift 
tax.** A few witnesses, representing the American 
Federation of Labor, farm organizations, and some 
personal views, spoke for the estate tax without specific 
reference to the gift tax. This group was on the 
defensive, fighting to preserve the estate tax; hence 


4 Ibid., 3850. 
53° House Hear., 1927, p. 13. 


31 [bid., p. 54. 
52 Tbid., p. 813. 
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they were in no position to fight for increasing its 
effectiveness. The same can be said of the Senate 
hearings and the few Congressional debates. 

The revenue changes of the next few years con- 
sisted primarily of lowering the corporation income 
tax and raising the tariff. On March 3, 1931, how- 
ever, Congress hurriedly changed the law to meet the 
situation created by the decision against the govern- 
ment on irrevocable trusts. There was no time for 
debate although Senator Copeland indicated his 
disapproval.** 


From 1932 to 1939 


3y 1932, however, the Hoover administration felt 
the need of greater revenue. Mills, again speaking 
of the Treasury, proposed restoration of the 1921 
estate tax rates.°* Hawley asked why there was no 
recommendation for restoration of the gift tax. Mills 
replied that the Treasury felt that the gift tax was 
unsatisfactory and that no one was in favor of it.®° 
He continued, 

“The revenue is bound to be small. But the purpose of a 
gift tax is not to raise revenue, as I understand it, but to 
prevent evasion of either the estate tax or the income tax.” 
Treadway asked how extensive avoidance was, and 
Mills illustrated methods, both innocent and deliberate. 
He evaded the question as to what evidence the Treasury 
had on the extent of avoidance but finally admitted 
that undeniably there was a hole and left the issue up 
to the committee.*® Ja Guardia said, “an inheritance 
tax, without a gift tax, is simply worthless... .”* 
Connally, Crisp, Ramseyer and representatives of 
farm organizations specifically advocated adoption of 
a gift tax. 

When the Senate hearings were held in April, Mills, 
still in the Treasury, was supporting a gift tax. His 
conversion was probably due in part to the Court’s 
invalidation in the meantime of the conclusive presump- 
tion of contemplation of death. He supported the 
tax as primarily one for the protection of the estate 
and income taxes but defended a provision fixing gift 
tax rates below those of the estate tax, saving, 

“I think the differential is due to the hope that some persons 


might be tempted to make some gifts and we might get some 
revenue.” ® 


Crisp, in reporting the bill to the House, illustrated 
how gifts could be used to avoid taxes and mentioned 
the difficulty of proving contemplation of death, which, 


“Now, the maximum amount of the tax on gifts is 30 instead 
of 40 per cent as in the case of the estate tax. The committee 
deliberately did this. Why? The committee wanted to hold 


33C, R., LXXIV, 7, 7198; 7078. 
281 U. S. 238. 

54 House Hear., 1922, p. 7. 

% Ibid., pp. 20-23. 

* Ibid., pp. 20-23. 


The decision was May v. Heiner, 


* Ibid., p. 56. 
58 Sen. Hear., 1932, pp. 33-38. 
9 C, R., LXXV, 5, 5691. 
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an invitation to the holders of these enormous estates to 
dissipate them or to divide them before death, and the com- 
mittee knew that if this was done the Government would 
begin to get taxes on these distributions and not have to wait 
until the owner died.” ” 


he said, would no longer be necessary. He added, 
The tax would encourage the eminently desirable 
distribution of wealth. Hawley, Treadway, Frear, 
Selvig, Ramseyer, Rankin, and Cannon expressed their 


approval although the last four urged higher rates. 


In the Senate Smoot said the chief purpose of the 
gift tax, which his committee had approved, was pro- 
tection rather than direct revenue © (of which only 
$5,000,000 was expected).*' There was no debate. 
The lack of opposition was probably due to the fact 
that the men who would ordinarily have opposed the 
bill were demanding a balanced budget and a sales 
tax—strategically a very weak position. There was 
no discussion at all of the cumulative feature. 

Gift taxation did not appear as an issue when the 
next revenue revision was considered, 1934. The 
House made no changes in the estate or gift tax, but 
LaFollette successfully urged the Senate to increase 
the estate tax rates in the upper brackets. Having 
won this issue by a vote of 65 to 14, he proposed that 
the gift tax rates be raised to 75 per cent of the new 
estate tax rates, and, Harrison agreeing, the amend- 
ment was accepted without a vote. The new rates 
were to take effect at the beginning of the next year, 
affording taxpayers a few months to make gifts at the 
old rates, because the Treasury said it would be 
almost impossible to administer a progressive tax 
with the cumulative feature using different sets of 
rates on gifts made at different times in the year.®? In 
conference the Senate’s increases were reduced though 
not eliminated, and in this form the bill was passed. 

Unexpectedly during 1935 President Roosevelt urged 
Congress to raise the taxes on the wealthy. He 
specifically recommended an inheritance tax and, to 
protect it, a gift tax on the donee. The debate was 
primarily over the predominant issue, higher taxes 
on the wealthy, rather than over specific features of 
the plan. McFarlane tried to reduce the existing gilt 
tax exemptions, especially the annual $5,000 exclusion, 
which, he said, had been inserted through the in- 
fluence of Reed of Pennsylvania. Representatives 
of life insurance interests objected to possible dis- 
crimination against life insurance if there were a tax 
on both the donor and the legatee.** The Association 
of the Bar of the City of New York opposed the gov- 
ernment’s having two gift taxes.* The House finally 
passed an inheritance tax bill with rates rising from 
on C. R., LXXV, 9, 10084. 


*:C. I., meee, 34, 12003. 
6° C, R., LXXVIITI, 6, 6462, 


% Sen. Hear., 1935, p. 246. 
“4 Tbid., pp. 314, 365. 
* Ibid., pp. 302-3. 
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4 per cent on the first $10,000 above the exemption 
($50,000 for close relatives and $10,000 for others) to 
75 per cent on that part of inheritances over $10,000,000. 
A new gift tax to fall on the donee fixed rates at 75 
per cent of those of the inheritance tax.* 

The Senate, however, eliminated these new taxes 
and raised the rates on the estate and the old gift tax 
sufficiently to yield approximately the same revenue. 
The House conferees accepted, reporting that other- 
wise there could be no tax bill.** These rates were 
in effect until the summer of 1940 when an additional 
10 per cent of the tax was added to secure defense 
revenues. They more than doubled the effective rate 
on small transfers and increased the highest rates 
over 10 per cent. The bill again provided that the 
rates were not to go into effect until the beginning 
of the next year. 

At the request of the President and the Treasury a 
special committee investigated “tax evasion and avoid- 
ance” during 1937. As a result certain loopholes in 
the income tax were closed. Attention was focused 
on certain specific avoidance devices; simple gifts were 
not among them. It was pointed out, however, that 
the gift tax did help eliminate the use of multiple trusts.** 


ONSIDERATION of the Revenue Act of 1938 

came after the beginning of the business reces- 
sion of 1937. It was generally felt that Congress 
should make tax changes, presumably reductions, that 
would stimulate business; even though there was 
almost no apparent public concern over the estate and 
gift taxes, the moment was hardly propitious for 
adoption of the changes which were introduced and 
which, in effect, increased taxes. 

The changes were proposed by the House Sub- 
Committee. In the first place it proposed that the 
total specific exemption for the gift and estate tax 
allowed each individual be $40,000 rather than $40,000 
for each for both taxes, retaining, however, the $40,000 
insurance exemption. Secondly, the exclusion was to 
be lowered from $5,000 to $3,000. Thirdly, the two 
estate tax schedules were to be combined into one 
tax, and the credit for estate tax was to be allowed 
at a lower rate on the full tax. The minority of the 
committee made no objections to these proposals.®® 

In the hearings a representative of the New York 
Board of Trade agreed that reduction in the estate tax 
exemption was desirable.”° Mr. James H. R. Cromwell 
urged that the rates be drastically reduced and that 
donors and testators be allowed to deduct from the 
tax due the full amount of any gift in trust to charity. 
He admitted that such a proposal would constitute a 
Virtual repeal of the taxes so far as revenue was con- 
cerned but argued that it would remove the problem 

“C. R., LXXIX, 13, 12301-21. 


* Tbid., 14627-33. 
* House Hear., 1937, p. 30. 


8 Ibid., p. 192. 
© FOtd., p. 176. 
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of forced liquidation and encourage permanent founda- 
tions for worthy causes. A representative of the 
Investment Bankers’ Association said that if high 
taxes were necessary, use of the gift and estate taxes 
was preferable to use of the capital gains tax.” 

A representative of the Chamber of Commerce of 
the United States objected to the reduction of the 
specific exemption. A capital sum of $40,000 would 
not yield a sum equal to the income tax exemption, 
which had been suggested as the norm; a reduction 
of the exemption would increase the administrative 
burden and, by increasing the tax burden on all es- 
tates, destroy the incentive for saving; and it would 
be unfair to persons who had made their plans on the 
basis of the existing exemptions.** Another witness 
urged that any tax on property transferred by gift be 
allowed a credit for any death tax paid within five 
years.** 

A representative of the Association of American 
Colleges urged Congress to permit donors to set up 
revocable trusts of which the income, so long as it 
was used for a qualifying institution, would be tax 
exempt. The donor, if he wished, could later take 
back the capital for his own use. Many donors, he 
said, in view of economic uncertainty hesitated to 
alienate their capital permanently. The committee 
refused the request, and two attempts to insert the 
provision on the floor failed.” 

The Sub-Committee’s gift and estate tax provisions 
occasioned practically no debate in the House where 
they were accepted.”® 

Before the Senate Committee there was some gen- 
eral objection to high transfer taxes on the grounds 
that they discouraged initiative, that they drove wealth 
into unproductive forms, and that they were not effec- 
tive in redistributing wealth. The American Bar 
Association approved the combination of the two 
estate taxes into one.” Mr. Osgood opposed the re- 
duction of the total exemptions on the grounds of 
increased administrative difficulty.”® 


Mr. Graves, New York’s Commissioner of Taxation, 
backed by a letter from Governor Lehman, protested 
against the proposed consolidation of the estate tax 
schedules and the alteration of the credit provision. 
He discussed the fiscal problem of the states and their 
original preémption of death taxes; agreeing that the 
consolidation of the two federal taxes was wise, he 


11 Ibid., pp. 350-2. 73 Ibid., p. 535. 

72 Ibid., p. 535. ™ Tbid., 783-5. 

3C, R., LXXXIII, 3, 2994; 3072. The Treasury seems to have 
opposed the amendment. The Under Secretary wrote that the Treas- 
ury had no reliable data on the probable loss of revenue and men- 
tioned $40,000,000 a year, a figure undoubtedly far too great, espe- 
cially with the $20,000 limit. Such a large sum would be lost only 
if every person with a taxable income of $100,000 and over in 1936 
set up a trust with almost $500,000 capital yielding 4 per cent. 
This group, however, has in the past used less than one-third of the 
allowed 15 per cent deduction. 

%* Ibid., p. 3269. 


78 Ibid., p. 452. 
77 Sen. Hear., p. 296. 
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objected to limiting the credit to 16% per cent, an 
amount smaller than that to which the states were 
justly entitled and which, he implied, would reduce 
the revenue received by the states. He also argued 
that the states should be given a part of the gift tax. 
New York and presumably other states would suffer 
from the House’s proposed change Mr. Graves said. 
Officials from Delaware, Illinois, New Jersey, North 
Carolina, and Connecticut endorsed the same opinions 
without important amplification ; but all of them said that 
they had inadequate data. No representatives appeared 
to urge the case of the states which stood to benefit.*® 

The Under Secretary defended the proposals. He 
pointed out that the federal government was not 
monopolizing the field of income and death taxation, 
especially in the lower brackets, upon which the states 
would for the most part rely; the federal estate tax 
credit did not set a ceiling for the states—in fact two- 
thirds of the states asked more in taxes from estates 
of $100,000 than did Washington. For the larger 
estates the federal credit set a floor, rather than a 
ceiling, for the states by eliminating death tax rivalry 
and tax safety zones. The proposed change would 
increase the credit on all estates of less than $1,100,000. 
He added that the extension of the crediting device 
to the gift tax would not reduce the flow of gifts, 
reénforcing the preventive functions, that it would 
increase the duplication of administration, and that 
the sums involved were not large. He recognized, 
however, that there was an important problem of 
federal and state fiscal relations.®° 

Much of the Senate discussion seems to have been 
in executive session and not reported. There was 
great pressure to pass the act as soon as possible to 
provide a business stimulus. The Senate Committee 
had removed many of the House’s proposals, includ- 
ing the consolidation of the estate taxes, the changes 
in the crediting device, a provision that the deductible 
value of contributions made in property be the cost 
to the donor not the present value, and the reduction 
of exemptions. The committee had added, however, 
an important amendment to the gift tax; the exclu- 
sion was not to be allowed for gifts in trust. There 
was no adequate explanation of this change, which, 
however, simplified administration and removed the 
possibility of the use of multiple trusts to secure 
multiple exclusions.** In conference the Senate pre- 
vailed over the House, and the only important changes 
finally incorporated in the act were the reduction of 
the exclusion to $4,000 and the disallowance of any 
exclusion to gifts in trust. 

The press paid little attention to the transfer tax 
provisions of the bill with the exception of some 
publicity given to Governor Lehman’s letter. 


% Ibid., p. 592. See also C. R., LXXXIII, 5, 4976. 
% Ibid., pp. 692-6. C, R., LXXXIII, 5, 
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Summary 


After it became fairly evident that the income tax 
and the estate tax with higher than nominal rates 
would become integral parts of the federal tax struc- 
ture, more attention could be devoted to specific pro- 
visions and refinements. By the early 1920’s certain 
Congressmen saw that progressive features of the 
two taxes would not be effective unless stricter treat- 
ment of gifts was provided. While there were no 
debates with scholarly discussion of the pros and cons 
of alternative methods of taxing or not taxing gifts, 
the essential issues were adequately presented. Over 
the opposition of the Treasury and the Republican 
majority, a group of progressive Republicans and 
Democrats forced a gift tax through Congress in 1924. 
Two years later, after a campaign against federal gift 
and death taxation run by a few persons but financed 
by several wealthy individuals and large corporations, 
Congress with administration approval passed a tax 
bill, reducing the income tax, removing the gift tax, 
but, in spite of the administration, keeping the estate tax 
though with lower rates and the 80 per cent credit (with 
a conclusive presumption of contemplation of death). 
The contests were hard-fought. The protagonists 
divided along the lines of group economic interest, 
but they were able to identify the interests of the 
groups they represented with the national interest. 


When the depression cut the federal revenue and 
increased the demands on the government, the Hoover 
Administration reversed the Republican policy of the 
twenties and supported a gift tax. This was done 
partly on the grounds that it was necessary to pro- 
tect the estate tax without much explicit attention to 
protecting the income tax and partly on the grounds 
that present revenue needs could be met in part by 
setting a differential between the gift tax and the 
estate tax which would encourage immediate gilts 
and thus anticipate estate tax revenue. Except for 
some debate on the reason for this rate differential, 
there was almost no consideration in Congress of the 
specific features of the act. The law as passed was 
the work of the committees and their draftsmen, not 
the work of the whole of Congress. There is no evi- 
dence that even important details of the bill received 
the studied attention of Congress. In general, this 
original law was very well drawn. Since 1932 the 
rates have been raised three times with those of the es- 
tate tax, indicating, apparently, that Congress believes 
that the rates of the two should bear a fixed relation. 
In less than ten years the gift tax ceased being one 
of the most controversial parts of the tax system and 
became widely accepted as necessary. There is as 
yet little evidence of, and perhaps little reason for, 
any general public interest in the gift tax or under- 
standing of what is involved. 
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DISCUSSION of the subject of taxation in 
Latin America seems timely and should be 

of considerable practical interest in view of 
the serious and highly commendable effort now 
heing made by our government to increase trade and 
commercial relations with Latin America.’ This 
effort can only be successful, however, to the extent 
that there exists on the part of the governments and 
people of Latin America a recognition of the legiti- 
mate rights of foreign capital and business, and, 
conversely, on the part of the foreign business men 
and investors, a due recognition of the legitimate 
social, economic and national objectives of the coun- 
tries in which they do business. The “good neighbor” 
policy of the present administration undoubtedly can 
do much toward promoting wide acceptance of these 
fundamental attitudes on the part of the peoples of 
both continents, provided it is understood by all con- 
cerned to involve mutual obligations and not merely 
a unilateral act of good will on our part as, I am afraid, 
has often been the case until now. 


In discussing taxation in Latin America, I do so, 
not as an expert in matters of taxation, but as a law- 
yer engaged in general corporate practice who, not 
by choice but of necessity, has been compelled to learn 
in the hard school of experience something about the 
practical aspects of that subject. 


_* Based on an address before the Section of International Taxa- 
tion and Comparative Law of the American Bar Association, Wash- 
ington, D. C. 

** Attorney at Law, New York, N. Y. 


1 The American Bar Association, at its meeting in Cleveland, Ohio, 
July 25-29, 1938, took cognizance of the fact that relief from inter- 
National double taxation is an essential part of the program for 
encouraging foreign trade and helping American enterprises to com- 
pete in foreign markets. Summary of Report on International 


I would not pre- 


Double Taxation, Report of the Section on International and Com- 
parative Law, Annual Report of the American Bar Association, 
vol. 63, p. 513. 
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PRACTICAL ASPECTS 
OF TAXATION IN 


LATIN AMERICA’ 





sume to approach this subject from any other angle 
because I am not a tax lawyer. 

For the last ten years my law practice has been. con- 
fined (except for a period of about two years) almost 
entirely to American clients with interests in Latin 
America. Nearly half of that time, or an aggregate 
of about five years, has actually been spent in Latin 
America. I have visited every country but Bolivia 
and Paraguay and have passed considerable periods 
in Mexico, Chile, Argentina, Brazil, Guatemala, Costa 
Rica, Colombia, Venezuela and Panama. As I have 
indicated, however, what I know of taxation in those 
countries has been learned largely from the practical 
and objective viewpoint and of necessity because 
nearly every important corporate and financial prob- 
lem upon which I have worked has had its tax angle. 

If at times this discussion should appear to be some- 
what critical, that is not my intention or desire. It 
is only because in discussing the practical aspects of 
such a difficult and complicated subject as taxation 
one cannot help but appear to be somewhat critical 
at times, as it is the difficulties experienced by tax- 
payers under the laws and the administration thereof 
which must be discussed and analyzed in order to 
illustrate what should be avoided and how to pro- 
ceed. Such criticism as is unavoidable, is intended 
as constructive. Certainly it is offered with the great- 
est diffidence and apologies to our Latin neighbors. 


Statement of Certain Preliminary but 
Fundamental Considerations 

Generally speaking, it is the practice in. Latin 
America for the tax laws to do little more than estab- 


lish bases and general principles to be followed in 
the application of the taxes and to leave a wide field 
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for the exercise of discretion by the executive department 
in issuing the regulations which are always necessary to 
complete the law and establish the procedure for its 
enforcement. Thus a great deal of actual legislation 
is enacted in the guise of regulations. For example, 
income tax laws frequently contain no provision re- 
garding deductions from gross income; often do not 
prescribe methods of determining depreciation nor 
state whether capital gains and losses are to be con- 
sidered for tax purposes, and generally say nothing 
specifically about the treatment of exchange. The 
regulations are supposed to establish uniform rules 
governing these and other matters left to the discre- 
tion of the executive; but often the regulations, also, 
are incomplete. This leaves many matters to be 
determined by rulings in individual cases, usually 
ex post facto, thus creating many pitfalls and traps 
through which the taxpayer must tread with consid- 
erable care and usually at his peril. Furthermore, 
the regulations not infrequently go beyond the law, 
although theoretically, of course, such regulations 
are invalid and may be, and some times are, so de- 
clared by the courts. And not infrequently successive 
administrations rewrite the regulations, which may 
be done without advance notice except by publication 
of the revised regulations in the official paper.’ 

Another consideration is that tax administration in 
Latin America is likely to be without too much regard 
for judicial precedent or legal principle, and some- 
times even without following too closely the language 
of the tax laws themselves. In fact, precedent plays a 
much less important part in the Civil Law than in 
Common Law systems. Although it is usually said 
that the Civil Law does not have any case law, this 
is not quite true. Precedents are often cited liberally 
by both counsel and court, but they do not have the 
authority of English Common Law precedents.* This 
may be due in part to, or perhaps it accounts for, the 
lack of an adequate system for reporting and pre- 
serving decisions such as has existed for centuries in 
English-speaking countries. It may also be due in 
part to the Latin preference for the theoretical or 
philosophical approach rather than the practical and 
concrete one.* 

Another important distinction between Civil and 
Common Law which it is well to bear in mind is that 
the Civil Law has always had a division known as 
Administrative Law, which, until recently at least, 
has had no clearly defined counterpart in the Com- 





? E.g., Colombia, Decree No. 1892 of Aug. 4, 1936. 

3 Deak, ‘‘The Place of the Case in the Common and the Civil Law,”’ 
8 Tulane Law Review 337 (1933). 

* Keeton, The Elementary Principles of Jurisprudence (London, 


1930) wherein it is stated that the idea of the Civilians in France 
is that the Code shall be the sole authoritative source of law. 
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mon Law.® Administrative Law covers taxation and 
other matters affecting the relations (other than rela- 
tions arising out of property rights) between the citi- 
zens of a country and its government. It is 
administered by the executive branch of the goy- 
ernment through administrative departments or 
boards. Questions of administrative law usually are 
heard, in the first instance at least, by administrative 
bodies or tribunals, which are distinct from the ordi- 
nary courts. In Latin America appeals are usually 
allowed from the highest administrative tribunal to 
the highest judicial court, but in some cases, as in 
Colombia, no such appeal lies. Administrative tri- 
bunals are by their very nature and origin more sub- 
ject to influence from the executive and legislative 
branches than regular courts. 


TILL another factor is the difference between the 
function and interpretation of the Constitution in 
Latin America and here. When the Spanish colonies 
gained their independence from Spain they generally 
adopted federal constitutions modeled largely upon 
the United States Constitution and, in some cases, as 
in Mexico,® they translated some parts almost ver- 
batim. However, this attempted grafting of the 
American Constitution on the Civil Law was not en- 
tirely successful and, although the constitutions of 
many of the Latin countries still resemble in form 
our Federal Constitution, they have been so greatly 
modified by amendment, interpretation, custom, or 
by disregard, that instead of defining and setting a 
limitation on the powers of the National or Federal 
Government they now usually constitute the source 
from which federal administrative and legislative 
powers are derived, to the virtual exclusion of state 
rights. In some cases the federal organization has 
completely disappeared and the states have been re- 
duced to mere dependencies of the National Govern- 
ment. The effect has been to center in the National 
Governments legislative, administrative and judicial 
jurisdiction in the field of taxation, to the virtual ex- 
clusion of the state and local governments. 
Moreover, the constitutions of Latin American 
countries, however much they resemble our own, 
have never been interpreted as guaranteeing pro- 
cedural rights such as the United States courts have 
upheld under the due process clauses of the fifth and 
fourteenth amendments. The courts of this country 
hold under these clauses that the administrative 
boards must follow a procedure which gives the in- 
terested parties a fair hearing, and the fact that the 
decision actually rendered may be correct is imma- 
terial where a fair hearing has not been had. In Latin 


& 





5 For a discussion of development of Administrative Law concepts 
in the United States see Franklin, ‘‘Administrative Law in the 
United States,’’ 8 Tulane Law Review 483 (1934). 

® Arts. 14, 16, Mexican Constitution. 
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America, unless there is involved direct violation of 
a procedure established by statute for the particular 
case on review, procedural questions are rarely, if 
ever, raised on appeals from administrative bodies, 
and if raised would probably receive scant consider- 
ation by the courts. 

Finally, in interpreting recent tax laws in Latin 
America, it is well to bear in mind that some of our 
laws have greatly influenced the form of similar legis- 
lation there. In many cases the drafters have used 
our laws as models. However, they sometimes have 
made substantial changes without perhaps realizing 
fully the effect thereof, thus creating anomalies and 
injustices, which may or may not be eliminated later 
hy amendment or sometimes by administrative action 
or inaction.? 

\ good example of the influence of United States 
practice on tax matters in South America was the 
appointment, in September, 1939, by the Republic of 
Colombia, of Mr. E. W. Manning, a United States 
Treasury official, to make a survey and report on cer- 
tain tax problems. I understand that Mr. Manning 
has spent some time in Colombia in fulfilment of this 
mission and is now preparing his report. 


Consultants on Latin American Tax Problems 


Early in the practice of law, long before I became 
interested in Latin America, I learned never to at- 
tempt to pass judgment upon any matter involving 
tax questions without first conferring with a tax 
lawyer or consultant, no matter how sure I might be 
that I knew the answer. I have found that, although 
following this rule will not always solve the problem, 
it is a sound rule to follow. It has saved me many a 
headache, and on the few occasions when I have failed 
to follow it I usually have had cause for regret sooner 
or later. 


However, when you have a Latin American tax 
question, the first problem is to find a qualified tax 
consultant, as there are not very many of them, for 
reasons which I shall give. After you find one, it is 
doubtful whether he can do much more than tell you 
how he thinks the law ought to be interpreted and 
indicate what may be the extent of your liability for 
taxes, interest and penalties, in case the authorities 
who have the final word on what the law is, disagree 
With him, as they very often will. This implies no 
reflection on the competence or diligence of either 
the North American or Latin American tax lawyers, 


' Difficulties also may result from legal terminology used in adopt- 
ing laws from another jurisdiction. For a general discussion see 
Gutteridge, ‘‘Comparative Aspects of Legal Terminology,”’’ 12 Tulane 
Law Review 401, (1937). See, Leyes Financieras (Bogota) repro- 
ducing laws proposed to the Government of Colombia by the Mission 
of American Experts and particularly Law 46 of July 19, 1923 on 
negotiable instruments; see also Mexican Decree of December 27, 
1939 promulgating the Excess Profits Tax Law, discussed infra. 
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but only that the extent of the field, the complexity 
of the problems, the vagueness of the tax laws, the 
lack of respect for precedent, and the paucity of refer- 
ence material are sufficient to discourage most people 
from attempting to specialize in Latin American taxa- 
tion. As to those few courageous souls who do try, 
these same difficulties make it virtually impossible 


‘for them to express definite opinions. in respect to 


most of the tax problems of the kind about which you 
are likely to wish to consult them. 


As few American firms have enough tax business 
in Latin America to induce American lawyers to 
specialize in taxation in such countries, you will not 
find in the United States more than a few people who 
are familiar enough with tax laws and practice to be 
of any real help in solving the difficult tax questions 
which will present themselves if you have clients with 
investments or business in Latin America. And even 
they will probably end up by advising you to have 
their opinion checked by a local lawyer. If they do 
not, I would be suspicious of their competence, for if 
there is one thing it is impossible to do, it is to give 
definite long-range opinions on matters about which 
you cannot be sure you have the most up-to-date 
information, especially in a field where due weight 
must be given to political, economic and other factors 
that can only be properly weighed by one on the 
scene and thoroughly familiar therewith. Thus, in 
the end you will most likely find yourself seeking, as 
I have, local tax consultants in each country where 
you have tax problems to solve. 

At first you will probably be surprised, as I was, 
to find that experienced local tax consultants are also 
difficult to find. On reflection, however, this is not 
so surprising considering the relative scarcity of large 
business enterprises, the very restricted extent of 
corporate financing and the simple corporate struc- 
tures in Latin America as compared with the United 
States, as also the comparatively recent enactment 
there of the income, excess profits and other similar 
taxes which give rise to most of the serious tax prob- 
lems. Such large business enterprises as exist in 
Latin America have been, until recently at least, 
largely financed and managed from abroad and they 
have usually left their tax problems to be handled 
by their home office lawyers, often with disastrous 
results. It is therefore not the fault of the local 
lawyers that they have not had much opportunity to 
gain experience in the application of tax laws to such 
concerns. Nevertheless, you will find such lawyers 
to be of great and indispensabie assistance to you. 

When you ask a local lawyer for an opinion on a 
novel question of tax law, like any other lawyer under 
the same conditions and with the same lack of op- 
portunity for experience in such matters, he cannot 
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do much more than read the law and its regulations, 
and if he does not find the point specifically covered 
he will probably advise that, the law being silent, in 
his opinion there should be no tax liability. In legal 
theory he will probably be correct. Unfortunately, 
however, legal theory is not always of primary con- 
cern’ to the tax administrators; and their lawyers, 
likewise finding no specific provision in the law, will 
often be directed to search for some provision into 
which they can read an implied intention to impose 
the tax. 

Before your local lawyer renders his opinion, I sug- 
gest that you sit down with him and explain and 
discuss your problem from every possible angle. Tell 
him about the different aspects of your client’s busi- 
ness as they may be affected by the problem, if he is 
not already familiar with that business. Explain to 
him how similar problems have been treated else- 
where and the unexpected difficulties in which tax- 
payers sometimes have found themselves through too 
much reliance on pure legalistic logic. If your prob- 
lem is a relatively minor one you may be able to 
do this by correspondence, or have someone else 
who is in the country concerned do it for you. How- 
ever, if your problem is important and involves sub- 
stantial sums of money you will most certainly find 
that the cost of a trip to the field, where you can 
discuss the matter directly, not only with your local 
lawyer but with others who may have had experience 
locally, will be money well spent. For example, I 
have found that the local auditors and accountants 
of the larger business concerns often can give valu- 
able information and advice on tax problems, as 
their work gives them more opportunity for experi- 
ence in such matters and for personal contact with 
the tax officials. Thus they may be able to assist you 
inarranging informal discussions of your tax problem 
with the tax administrators and lawyers. Such dis- 
cussions often prove to be most helpful. Only by 
doing all these and other things that will occur to 
you can you be sure that your local lawyer and your- 
self have considered every fact and factor essential 
to a proper determination of your problem. 

Consultations with everyone you can find who can 
possibly be of any help, will often bring you to a 
realization that the problem is one of-judgment, 
rather than law, and finally you will give your client 
an opinion which will be based 90% on practical con- 
siderations and not more than 10% on legal ones. If 
the problem relates to some contemplated action, you 
and he will then be faced with the unpleasant neces- 
sity of deciding whether to forego doing what he 
desires or to take a chance on his finding himself 
presented at some future time with a tax bill which, 
including interest and penalties, may be so large as 
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to be ruinous. If he decides to take the chance, the 


matter may lie dormant so long that even he forgets 
about it! 

Or perhaps your client may have bought a busi- 
ness which has concealed therein such a latent 
potential tax liability. Years later some revenue 
hungry tax administrator may discover the skeleton 
in the closet and by that time the tremendous penal 
interests and fines which are characteristic of Latin 
American tax law may well exceed the value of the 
entire business. Your poor unsuspecting client will 
be lucky if he can make a settlement that will leave 
him with enough to continue the business. 


Tax Reporting in South America 


It was primarily because of the inability to obtain 
here any adequate, up-to-date information regarding 
tax laws, decisions, rulings and practice in Latin 
America that we in the foreign department of the law 
firm with which I am associated decided about a year 
and a half ago to send two of our tax lawyers on 
extended trips to the various Latin American coun- 
tries where our clients do business. It was hoped 
that in this way we would be able to obtain for each 
country a comprehensive, up-to-date compilation of 
tax laws, regulations, administrative and court rul- 
ings and decisions; also that these men would be 
able to familiarize themselves on the ground with 
methods of tax administration in those countries. In 
pursuance of this plan they have just completed a 
total of approximately a year in Mexico, Brazil, 
Argentina, Chile, Cuba, Ecuador, Panama and Colom- 
bia. These trips have turned out to be one of the 
wisest investments that could have been made. While 
we did not get all the information we hoped to get. 
simply because it does not exist, still we got what 
there was, and have made arrangements for keeping 
it up to date, which is most important. Moreover, 
through their actual experience in the field, these men 
have gained such first-hand knowledge of Latin 
American tax administration that they can readily 
qualify as consultants. My remarks are for the most 
part based upon the laws of these eight countries 
which they visited, all of which I have visited also, 
most of them extensively. Venezuela is not included 
in this list because it has no income tax, excess prof- 
its tax, or national taxes on property. Such taxes 
as it has are confined, for the most part, to documen- 
tary stamp taxes, inheritance taxes and import 
duties. Furthermore, it is the only country in Latin 
America the currency of which is at a premium with 
respect to the dollar. 
connection ! 


I wonder if there is any 


8 See Crawford, Trading under the Laws of Venezuela, p. 79. 
T. P. S. No. 170. 
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Statutes and regulatory decrees which are promul- 
gated by or with the authority of the legislative body 
are generally published in official papers such as the 
“Diario Oficial” of Mexico and Brazil, and the “Regis- 
tro Oficial” of Ecuador. These publications may be 
procured periodically from the proper governmental 
department of the country in question, usually the 
Department of Government. Each pamphlet may 
cover a day or other fixed period. However, strange 
as it may seem, in most of the countries that the two 
men visited, they were unable to find any worth- 
while collection or compilation of jurisprudence on 
taxation, which consists of administrative and judicial 
rulings and precedents, forms for tax returns and 
treaties. As they could hardly expect to obtain per- 
mission to make general searches through tax depart- 
ment files, they had to collect such of these items as 
they were able to find, mostly from private sources, 
ferreted out through inquiry here and there from 
business men, accountants and lawyers. In most of 
the countries tax rulings are not regularly published 
hut are embodied only in private communications 
between the tax authorities and individual taxpayers. 
In Chile, Mexico and Brazil, however, there are issued 
monthly reviews containing regulations and some of 
the rulings affecting taxes and certain other matters.® 


Administration of Tax Laws in Latin America 
And Procedure on Review 


\ preliminary understanding of certain procedural 
difficulties will be helpful in appreciating the practical 
problems of a substantive nature. The Civil, Com- 
mercial and Procedural Codes are extremely impor- 
tant in South and Central America in the interpretation 
and application of the various tax laws, since the 
codes provide a general scheme within which such 
laws operate. 


In the case of income or other taxes which are re- 
lated to income, the taxpayer ordinarily is required 
to file a return as in the United States, except where 
deduction is required to be made at the source. Some 
time thereafter, not infrequently several years, the 
taxing authorities may get around to reviewing the 
same and if they are not in accord therewith will 
prepare a deficiency statement, or what is called a 
“liquidation” containing a recalculation of the tax and 
notify the taxpayer. In the case of taxes where no 
return is required but where liability attaches to some 
act, review by the authorities may not follow any 
routine but may be entirely accidental or occasional. 
Although penal interest and fines may be imposed on 


* Chile, Seguros e Impuestos (Santiago) is a publication by the 
Direccién General de Impuestos Internos. 


_ Brazil, Revista Fiscal e de Legislacao de Fazenda (Rio de Janeiro) 
is published by Oficinas Alba Graficas, 
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any deficiency, ordinarily the fines at least are waived 
if there has been no intentional evasion and the pay- 
ment of the additional assessment is made promptly. 


If the taxpayer desires to contest the deficiency 
assessment, he may file his objections thereto. If 
these are denied, his remedies vary considerably from 
country to country. 


In some cases he may appeal from the final decision 
of the tax authorities to the next highest administra- 
tive tribunal or court or to the regular courts, or first 
to the administrative tribunals and from there to the 
regular courts, depending on the law of the republic 
concerned. However, the taxpayer ordinarily must 
first pay the full amount of the tax or, in some cases, 
he may give a deposit or bond in place of actual pay- 
ment of the tax. If he does not, the taxpayer runs 
serious risk of having to pay severe additional penal- 
ties and interest if he loses.*® 

In other cases the taxpayer may wait until the 
government attempts to enforce payment of the tax. 
He may then resist such proceedings by presenting 
exceptions which must be passed upon by the regular 
law courts, rather than by the administrative tri- 
bunals.*? Although the courts of law may be more 
independent, there may be disadvantages to this 
method. First, if the taxpayer loses he ordinarily 
will have to pay penal interest and fines accruing 
during the period of the litigation, which may well 
amount to more than the tax if the litigation is long 
drawn out, which usually happens. Moreover, tax- 
payers who are technically in default are usually 
unable to obtain a certificate of full payment of taxes, 
which is required to execute public documents before 
a notary and for performing many other acts essential 
to carrying on business. 

In some countries, for example Brazil, there is a 
third method, namely, to deposit the amount of the 
tax with the Government and then bring suit in the 
courts of law for recovery.’* In this case some of 
the disadvantages of the first and second alternatives 
may be avoided. 

Finally, in a few countries (as in Brazil and Colom- 
bia) the taxpayer may have an election of two or more 
remedies similar to the ones I have mentioned.” 

From the standpoint of ultimate success in the 
litigation, where the question involved is entirely one 
of law, any procedure which confines the action to the 
courts of law (as distinguished from administrative 

1e, g. Brazil, Art. 127, Law 4984 of December 31, 1925, and 
amendments; Compilation by Baleeiro, O Imposto Sobre a Renda 
(Baia, 1939). 

11 e, g. Brazil, Art. 136, Law 4984 of December 31, 1925, compilation 
by Baleeiro, supra. 

12 Brazil, Arts. 117, 136, Law 4984 of December 31, 1925, compila- 
tion by Baleeiro, supra; Decree, Law 5 of November 13, 1937; 
Decree, Law 42 of December 6, 1937. 

13 Colombia, Arts. 14, 20, Law 81 of June 20, 1931, amended by 


Art. 12, Law 78 of December 23, 1935; Art. 1060 Judicial Code. 
Brazil, note 12 supra. 
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tribunals) is advantageous. On the other hand, 
courts of law ordinarily will not review findings of 
fact or exercise of discretion by the tax authorities, 
hence where these are the primary questions involved, 
the administrative route is usually the best one to 
follow. 


A CLIENT has recently been through litigation in a 
certain South American country regarding de- 
ficiency assessments for back income taxes. His case 
illustrates very well the dangers in administrative pro- 
cedure and review which confront the taxpayer. In this 
case the question arose as to whether a foreign cor- 
poration rendering management and technical serv- 
ices outside of the country to a local company was 
required to pay income taxes on the fees paid by the 
latter at the rates assessed against income from per- 
sonal services or at the rates imposed upon earnings 
from commerce and industry, which presumably were 
only taxed if derived from commerce or industry car- 
ried on within the country. Although a return orig- 
inally filed under the latter classification would have 
resulted in approximately the same total taxes, there 
were advantages, as I shall explain below, in filing 
under the former classification, which, in accordance 
with the opinion of local counsel, was the correct one. 
I shall have something to say about this case later 
on in another connection. At this time-I merely want 
to refer to two features which illustrate procedural 
difficulties. 

First, by the time the tax authorities got to review 
the returns, two years had already passed since filing 
the first one. Thereafter, approximately five more 
vears were consumed in appeals before the admin- 
istrative authorities and the courts before the issue 
was finally settled adversely to the taxpayer. Asa 
result of this delay, although the tax authorities 
waived the fines, penal interest had to be paid at the 
rate of one percent per month, amounting to approxt- 
mately 30% of the total tax as finally assessed for 
the vears involved. The fines which were waived, but 
which could have been collected if desired, would have 
amounted to about 25% per year from the date when 
each vear’s tax was originally due, or about 175% on 
the taxes for the first of the seven years involved. 

Secondly, this case also presents an interesting ex- 
ample showing to what extent the authorities and courts 
are willing to go in extending the provisions of a tax 
law in order to assert jurisdiction for tax purposes 
over nonresidents. The services rendered by the for- 
eign corporation were rendered pursuant to a written 
contract which provided that no services were to be 
rendered which would require the company to domi- 
cile or qualify to do business in the country. The 
only taxes which the law required to be withheld at 
the source were taxes on interest or dividends, which 
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were not involved in this case. Therefore there was 


no way in which the tax authorities could collect the 
taxes or even get the service company into court, 
unless they could find a representative thereof in the 
country. This they could not do in fact, so they pro- 
ceeded to create one by calling the serviced company 
the agent of the servicing company. In so doing they 
relied upon a provision of the income tax law which 
defines a representative as one who “acts on behalf 
of another” and another provision of the same law, 
which provides that the tax may be collected from 
the “representative” of anv juridic or natural person 
who is obligated to pay the tax. To establish their 
position that the serviced company was the represen- 
tative of the foreign servicing company, the tax au- 
thorities and the courts relied soiely on the fact that 
pursuant to verbal understanding the former had 
previously been withholding and paying on behalf of 
the latter the taxes in accordance with the returns 
voluntarily filed, and on two paragraphs of the service 
contract. One of these paragraphs provided that the 
local company might call on the foreign service com- 
pany for temporary professional services in the coun- 
try; that whenever such services might be rendered 
therein, the men rendering the same should be in the 
service and subject to the direction of the local com- 
pany; and that the local company would withhold and 
pay to the government any tax which might be due 
on payments made for their services, which, by the 
way, constituted only an infinitesimal part of the 
total services. No such authority was granted for 
withholding and paying taxes on fees for the services 
rendered outside of the country, although as IT have 
stated, they were in fact withheld pursuant to verbal 
arrangement. The other paragraph provided that the 
local company should reimburse the foreign service 
company for all expenditures made by it for the 
former’s account. The logic by which the tax au- 
thorities and the courts, solely on the basis of these 
provisions, plus the fact that the local company had, 
at the request of the foreign company, withheld or 
paid the tax at the rate for personal services, arrived 
at the conclusion that the local company was the 
representative of the foreign company, and hence that 
the local company was liable for the taxes which 
were claimed to be due from the foreign company, 1s 
not set forth in the opinions of the Appellate or 
Supreme Courts. 


The extent of protection furnished by advisory or 
advance rulings, and by rulings in similar cases, is 
always a difficult one. It is generally accepted in 
Latin America as with us, that a decision, whether 
by administrative or judicial authority, is binding or 
res judicata only in the particular case in which it 
is rendered and therefore constitutes no certain pro- 
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tection to other persons acting under similar circum- 
stances.1* Even a decision rendered in a particular 
case is ordinarily not binding on the administrative 
authorities and hence of no certain protection, espe- 
cially when given in an advisory capacity or in 
advance of contemplated action, unless the adminis- 
trative authority is specifically granted power by 
statute to render definitive rulings, as is the case in 
Chile and Brazil.1* Even where such a statute exists, 
rulings given in particular cases, while they may be 
persuasive in other cases, cannot be definitely relied 
upon, either by the same or a different party. For 
this reason great care should be exercised where your 
client operates through more than one company in 
the same country, or where a series of similar acts 
are taken by the same or different companies, that 
a specific ruling is obtained covering each company 
and each act. 

Not infrequently, administrative authorities will 
give rulings where they have no express statutory 
authority to do so. Although in Mexico the Secre- 
tary of Finance is authorized to give both general 
rulings and rulings in individual cases, the former 
are binding only on subordinate officials and the latter 
may be revoked at any time within five years after 
their issuance by a suit brought before the Federal 
Fiscal Tribunal."® 

Although advisory rulings are very helpful, if ac- 
tion cannot be avoided, and in any case will usually 
induce the authorities to waive interest and fines, they 
should not be relied on where possible tax liability 
is substantial and the proposed action not urgent. 
Where some action is desired by the government, and 
the objections to not performing the same are based 
on possible tax liability resulting, such non-definitive 
rulings cause the tax lawyer and his client some of 
their most difficult moments. To suggest to a public 
official that some day he or his successor might pos- 
sibly reverse himself, is one of the things that you 
do not do if you can possibly avoid it. 

I had an interesting experience in connection with 
advance advisory rulings when I was in South 
America about two years ago. At that time clients 
desired to take certain action which, it appeared, 
might result in very substantial income taxes under 
certain interpretations of the income tax law of the 
country concerned asserted by the tax authorities, but 


4 There are a few exceptions to this rule established by express 
provision, where a certain number of decisions of the highest tri- 
bunals on the same point are stated to have the effect of Law. 
Mexico, Art. 193, Law of December 30, 1935 (Ley de Amparo), 
provides that five uninterrupted decisions by a Division of the 
Supreme Court of Justice, each decision having the approval of 
not less than four Ministers, shall constitute ‘‘Jurisprudence’’ as 
to the particular point in issue. 

® Chile, Arts. 4, 5, Law 5686 of September 16, 1935 (Organic Tax 
Service Law). Brazil, Art. 16, Law 202 of March 2, 1936; Art. 64, 
Dec. 1137 of October 7, 1936 (Stamp Tax). 

*® Mexico, Art. 10, Fiscal Code. Mexico, Art. 160, Sec. VII, Art. 
160, Fiscal Code. 
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with which I was not in accord. The question then 
arose whether we would be protected by a ruling from 
the tax administrator under a provision of law which 
authorized the administrator to grant binding rulings 
in advance on application of any interested party. 
We concluded that such a ruling should be sufficient 
protection and accordingly we made application to 
the tax administrator under this provision of the law. 
The administrator ruled that no taxes were payable, 
but to our surprise, in so doing he stated that under 
ordinary circumstances the proposed acts would 
result in tax liability under the income tax law 
but that they were exempt because of a provision in 
a contract with the national executive to the effect 
that the proposed acts should be tax exempt. This 
part of the contract, however, had not as yet been 
submitted to the legislature for approval. This im- 
mediately raised the further question of whether a 
ruling which, on its face, was not an interpretation 
of the tax law but was based solely on a contract with- 
out legislative approval, would be binding upon future 
tax administrators even though granted under an ex- 
press statutory provision making an administrative 
ruling binding on the government in the particular 
case in which granted. Local counsel had divergent 
views on the matter but advised clients not to accept 
the ruling. The action which they proposed to take 
has therefore been left pending, awaiting the passage 
of a special tax exemption law. 


ROBABLY the most difficult aspect of taxation in 

Latin America is the constant danger that at any 
time substantial claims for back taxes may be made in 
respect to acts which, at the time they were taken, 
appeared to be entirely free from tax liability. This 
danger exists to a degree which is incomprehensible 
to a North American tax lawyer and is a constant 
nightmare to counsel whose clients operate in Latin 
America. It arises from a combination of circum- 
stances, to many of which I have already referred; 
among others, that the tax laws are drafted in general 
and often ambiguous terms; that the regulations 
which supplement them likewise are often incomplete 
and are subject to change at any time without notice; 
that except in a few countries, advisory tax rulings 
and precedents are not binding on the government or 
successor administrators, and finally that Latin Amer- 
ican governments, like all others, are usually revenue 
hungry. The danger to the taxpayer is further en- 
hanced by the extremely heavy fines and penal inter- 
est which are usual in most countries, and which pile 
up at an alarming rate, thereby increasing the tempta- 
tion on the part of the tax authorities to go into the 
matter. Since changes in or reversals of interpreta- 
tive regulations or rulings theoretically do not change 


(Continued on page 590) 




















































































































































































































































































































































































































































































































































































Mortgagors’ Losses ~ 


Are They Capital or Ordinary? 


N MARCH 18, 1940, the Circuit Court of 
Appeals for the Second Circuit handed down 
a decision in Commissioner v.  Electro- 
Chemical Engraving Co., Inc.,’ holding that, where a 

mortgagor sustains a loss by losing its property 
through foreclosure proceedings, such loss is a capital 

loss and is subject to the $2000 limitation prescribed 
by Sec. 117 (d) of the Revenue Act of 1934. This de- 
cision is contrary to Commissioner v. Frethofer, in the 

Third Circuit,? Commissioner v. Hammel in the Sixth 
Circuit,’ Street v. Welch (D.C. Mass.),* and to a long 
line of decisions of the United States Board of Tax 
Appeals. Certiorari was granted in the Hammel case 
on May 20, 1940. The importance of the issue is clear 
from the fact that various phases of the question as 
to whether a mortgagor’s loss is an ordinary loss 
or a capital loss are pending in six of the Circuits.® 


Losses upon Sale or Exchange of Capital Stock — 
1934 Act—Legislative History 

The Revenue Act of 1934 provided, in the case of 
individuals, for the deduction of losses, if incurred 
in trade or business, or if incurred in any transaction 
entered into for profit, though not connected with the 
trade or business,® and further provided for the deduc- 
tion of certain percentages of losses upon the sale or 
exchange of “capital assets” (property held by the 
taxpayer, whether or not connected with his trade or 
business, with certain exceptions), with a limitation 
on losses from the sale or exchange of capital assets 
to the extent of $2000 plus the gains from such sales 
or exchanges.‘ Corporations were also allowed de- 
ductions for losses sustained during the taxable year 
and not compensated by insurance or otherwise,’ and 
were also subject to the same $2000 limitation on 
losses from the sale or exchange of capital assets as 
in the case of individuals.® 

When the Revenue Bill of 1934 was before Congress, 
the Committee on Ways and Means of the House of 
Representatives stated in its report in part as follows :"° 





* Attorney at Law, Boston. 5 See notes 10, 11. 
1110 F. (2d) 614, 40-1 ustc § 9318. ¢® Sec. 23 (e). 
2102 F. (2d) 787. ™Sec. 117. 

3108 F. (2d) 753. 8 Sec. 23 (f). 

430 F. Supp. 394. ® Sec. 117 (d). 
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“Existing law provides in 
section 101 for a special treat- 
ment of the gains and losses 
resulting from the sale of 
capital assets held over 2 
years. 


“Our present system has 
the following defects: 
“First. It produces an un- 
stable revenue—large receipts 
in prosperous years, low re- 
ceipts in depression years. 

* * * 
“Third. Taxpayers take their 
losses within the 2-year period 
and get full benefit therefrom, 
and delay taking gains until 
the 2-year period has expired, 
thereby reducing their taxes. 
* * x 

“Fifth. In some instances, 
normal business transactions 
are still prevented on account 
of the tax. 
“.. Your committee recom- 
mends the following plan: 
“First. To measure the gain or loss from the sale of prop- 
erty by an individual according to the length of time he has 
held the property, only the following percentages of the recog- 
nized gain or loss are taken into account for tax purposes: 


“One hundred per cent if the capital asset has been held for 
more than 1 year but not more than 2 years; 


* * x 


“It is believed that the adoption of this plan (see Sec. 117 of 
the bill) will result in much greater stability in revenue, will 
give all taxpayers equal treatment, will encourage normal 
business transactions, and will yield substantially greater 
revenue....” (Italics ours) 


Cases in the Board of Tax Appeals 


The Board of Tax Appeals has consistently held 
that where the mortgagor sustains a loss by releas- 
ing the mortgaged property to the mortgagee, in con- 
sideration of the discharge of the mortgagor’s obliga- 
tions, there is a “sale or exchange” of capital assets 
within the meaning of Section 117 (d) of the Revenue 
Act of 1934, subject to the $2000 limitation on losses, 
prescribed by said section," but that where the mort- 
gagor loses his property by reason of foreclosure pro- 
ceedings, and through no action on his part, and 
"© House Report No. 704, 73d Cong., 2d Sess., p. 11, et seq. See 
also Senate Report No. 558, 73d Cong., 2d Sess., pp. 9, 10. For a 
comprehensive history of the capital gain and loss provisions con- 


tained in the various revenue acts, see Paul & Mertens, Law of 
Federal Income Taxation, Sec. 19. 


11 Rogers v. Commissioner, 37 BTA 897; affirmed (CCA-9), 103 F. 
(2d) 790; Smith v. Commissioner, 39 BTA 892, pending in CCA-2: 
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thereby sustains a loss, such loss is an ordinary loss, 
and may be deducted in its entirety.’” 


Cases in the Courts 


The courts have agreed with the Board of Tax 
Appeals that where the mortgagor releases his prop- 
erty to the mortgagee, in consideration of the dis- 
charge of the mortgagor’s obligations, there is a “sale 
or exchange” of capital assets within the meaning of 
Section 117 (d) of the Revenue Act of 1934; Rogers 
v. Commissioner, (CCA-9) ; 1% Pender v. Commissioner, 
(CCA-4),7* and until the decision in the Electro- 
Chemical Engraving Co. case the courts were in agree- 
ment that where a taxpayer loses his property through 
foreclosure proceedings, and through no voluntary 
act on his part, he sustains an ordinary loss and not 


a capital loss. Commissioner v. Frethofer,’’ Commis- 


sioner v. Hammel,'® and Street v. Welch.“ 

In the Freithofer case the court goes on the ground 
that considering the legislative history of the treat- 
ment of gains and losses resulting from the sale or 
exchange of capital assets in the Revenue Acts, Con- 
gress intended “to deal in Section 117 with gains and 
losses resulting from the voluntary sale of capital 
assets,” and that “the sales of capital assets referred 
toin Section 117 are those sales only which are volun- 
tarily made by a taxpayer and that judicial sales made 
by the sheriff in execution of a judgment in a pro- 


Polin v. Commissioner, 39 BTA 951, pending in CCA-3; Gransden v. 
Commissioner, 39 BTA 985, pending in CCA-6; Aberle v, Commis- 
sioner, 41 BTA —, No. 117; and the following Memorandum Opin- 
ions: Hammel v. Commissioner, CCH Dec. 9923-A, affirmed (CCA-6), 
108 F. (2d) 753, certiorari granted May 20, 1940; Phillips v. Commis- 
sioner, CCH Dec. 10,654-A, pending in CCA-3; Pender v. Commis- 
sioner, CCH Dec. 10,666-C, pending in CCA-4; Warren v. 
Commissioner, CCH Dec. 10,726-G, pending in CCA-6; Evans v. Com- 
missioner, CCH Dec. 10,737-A, pending in CCA-6; Clover v. 
Commissioner, CCH Dec. 10,738-E, pending in CCA-6; Joseph v. 
Commissioner, CCH Dec. 10,966-A; Tuttle v. Commissioner, CCH 
Dec. 10,769-D, pending in CCA-6; Oren v. Commissioner, CCH Dec. 
10,771-A, pending in CCA-6; Wieboldt v. Commissioner, CCH Dec. 
10,773-E, pending in CCA-7; England-Cook Co. v. Commissioner, CCH 
Dec. 10,998-A, pending in CCA-6; Fort Investment Co. v. Commis- 
sioner, CCH Dee. 11,000-G, pending in CCA-6; Jacobson v. Com- 
missioner, CCH Dee. 11,010-D; Davies v. Commissioner, CCH Dec. 
11,032-B; Day v. Commissioner, CCH Dec. 11,045 (1936 Act). 

2 Commonwealth v. Commissioner, 36 BTA 850; Greisler v. Com- 
missioner, 37 BTA 542; Grosscup v. Commissioner, Memo. Op., CCH 
Dec. 10,115-G, and Freihofer v. Commissioner, Memo. Op., CCH Dec. 
10,015-F, affirmed sub nomine, Commissioner v. Freihofer, (CCA-3), 
102 F, (2d) 787; Warfield v. Commissioner, 38 BTA 907; Rust v. Com- 
missioner, 38 BTA 910; Jones v. Commissioner, 39 BTA 531; Ganopuls 
v, Commissioner, 39 BTA 1120; Fowler v. Commissioner, 40 BTA 
1292, pending in CCA-6; Hill v. Commissioner, 40 BTA —, No. 40, 
pending in CCA-6; and the following Memorandum Opinions: 
Electro-Chemical Engraving Co. Inc., CCH Dec. 10,679-E, reversed 
(CCA-2) 40-1 ustc § 9318, 110 F. (2d) 614; Zimmerman v. Commis- 
sioner, CCH Dec. 10,748-D; Tooker v. Commissioner, CCH Dec. 
10,767-G; Freihofer v. Commissioner, CCH Dec, 10,772-E; Lowenstein 
v. Commissioner, CCH Dec. 10,772-F; Jones v. Commissioner, CCH 
Dec. 10,832-E, pending in CCA-8; Spalding v. Commissioner, 
CCH Dee. 10,947-E (1936 Act); Ellington v. Commissioner, CCH Dec. 
10,960-H; Schwartz v. Commissioner, CCH Dec. 10,998-C; Ellis v. 
Commissioner, CCH Dec. 11,001-C; Myers v. Commissioner, CCH 
Dec. 11,001-E; Davies v. Commissioner, CCH Dec. 11,032-B; Siracusa 
v. Commissioner, CCH Dec. 11,040-A (1936 Act). 

103 F. (2d) 790; certiorari denied, 308 U. S. 580; rehearing 
denied, 308 U. S. 635. 

* 110 F. (28) 477. 

102 F. (2d) 787, (CCA-3). 

* 108 F, (2d) 753, (CCA-6). 

* 30 F. Supp. 394 (D. C. Mass.). 
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ceeding for the foreclosure of a mortgage given by a 
prior owner are not included.” Other grounds for 
the decision were that there was no sale, that word 
implying voluntary action by the owner and a con- 
sideration; that under the laws of Pennsylvania the 
equity of redemption is extinguished by a sale under 
a judgment in a foreclosure proceeding, rather than 
being conveyed; that the taxpayer’s “losses resulted 
from the fact that their equities had become worth- 
less and not from a sale of these equities. One 
cannot sell what has wholly disappeared. 

Even in the case of a voluntary transaction it is nec- 
essary in order to realize a loss by sale that the inter- 
ests sold must have some remaining value, otherwise 
the sale is a pure fiction and cannot form the basis 
for a loss which is deductible for tax purposes.” 

In the //ammel case the court bases its decision on 
the fact that under the laws of Michigan on a land 
contract containing the usual forfeiture clause the 
vendor may treat the contract as continuing in force 
and sue at law for payments due, or bring suit in 
equity for foreclosure, or may declare the contract 
forfeited; that in a declaration of forfeiture the con- 
tract is ended, and upon an equitable foreclosure the 
vendor may obtain a deficiency judgment. Upon the 
basis of these facts the court holds. that there is 
nothing in the legislatiye history of the statute or 
in its language indicating that the word “sale” should 
be used in any sense “other than its precise legal 
import or plain and obvious meaning.” ‘The court 
holds that the following elements of a sale were 
lacking: “(1) parties competent to contract, (2) mu- 
tual consent, (3) a thing the absolute or general prop- 
erty in which is transferred from the seller to the 
buyer, (4) a price in money paid or promised,” citing 
Butler v. Thomson,*® Williamson v. Berry.® The 
court further said that the mortgagors “were not 
parties to the sheriff’s sale, and neither contracted 
for nor consented to it, and received no part of the 
consideration. They were deprived of their interest 
in the property not by sale but by an adverse judicial 
proceeding which completely extinguished their title 
without consideration. The foreclosure was the 
identifiable event which established their loss. How- 
ever, it was not established by a sale as that word 
is used in Section 117 of the Revenue Act of 1934.” 

In Street v. Welch, the District Court of Massachu- 
setts, in following Commissioner v. Freihofer, stresses 
the fact that the Committee on Ways and Means of 
the House, in considering the Revenue Bill of 1934, 
stated that the reason for the change in the method of 
taxing gains from the sale or exchange of capital 
assets was “to measure the gain or loss from the sale 
of property by an individual according to the length 


1892 U.S. 412, 414. 
#49 U.S. 495, 544. 
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of time he has held the property.” The court con- 
cludes that 


“The use of this language, the fact that the purpose of 
Congress in taxing capital net gains at a special rate (Revenue 
Act of 1921, Chapter 136, Section 206) was to encourage profit 
taking transactions by taxpayers in capital assets. . . . and 
giving the language of the section its plain, ordinary meaning, 
causes me to conclude that Section 117 of the Act (of 1934) 
contemplates voluntary sales and exchanges of capital assets 
by the taxpayer.” 

In the Electro-Chemical Engraving Co. case it ap- 
peared that the assignee of the mortgagee brought 
foreclosure proceedings, and at the foreclosure sale 
the property was bid in, leaving a large deficiency. 
The property was conveyed by the referee to the pur- 
chaser, who did not attempt to enforce the deficiency 
under Section 108 3-a of the New York Civil Practice 
Act providing that under these circumstances the 
proceeds must be deemed “in full satisfaction of the 
mortgage debt and no right to recover any deficiency 
in any action or proceeding shall exist.” The court, 
in holding that there was a “sale” within the meaning 
of Section 117 (d) of the Revenue Act of 1934, limiting 
the deductible loss to $2000, said in part: 

“Section 117(d) does not confine the meaning of the word 
‘sale’ to voluntary transfers by the taxpayer nor can we see 
any reason for discriminating between the liquidation of a 
taxpayer’s interest through sales made by an officer of the court. 
We should be surprised if a taxpayer who had pledged se- 
curities with a broker and had them sold out on the Stock 
Exchange could obtain a deduction of more than $2000 for a 
capital loss incurred through such a liquidation. If the sale 
were made at the pledgor’s request it could not be doubted 
that 117 (d) would apply and that no loss in excess of $2,000 
could be deducted for income tax purposes. Rogers v. Com- 
missioner, 103 F. (2d) 790 (CCA-9). Likewise, if the customer 
realized a gain through such a liquidation he would be entitled 
to limit his taxable gain in computing net income to the 
percentages provided by Section 117 (a). It cannot be sup- 
posed that it would make any difference whether a pledgor 
ordered or merely suffered his securities to be sold by his 
broker, and we think that in either event he could limit his 
taxable gain by the percentages under Section 117 (a) and 
could take a deduction of only $2,000 for any loss that he 
might suffer. We see no valid distinction between a sale by 


a broker who holds his customer’s securities and a sale of 
mortgaged real estate by means of a decree in foreclosure.” 


Discussion 


In order that a loss suffered by a mortgagor, who 
loses his property through foreclosure proceedings, 
may be considered a “capital loss” and hence subject 
to the $2000 limitation contained in Sec. 117 (d) of 
the Revenue Act of 1934, there must have been a 
“sale or exchange” of the property. The Supreme 
Court has many times held that Congress must be 
presumed to use words in their known and ordinary 
signification. See Old Colony Railroad Co. v. Commis- 
sioner.” The word “sale” is a word of precise legal 
import. See citations in the opinion in Commissioner 
v. Frethofer. It is difficult to see how a loss sustained 





2 284 U. S. 552, 560. 
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through foreclosure proceedings, without any volun- 
tary action on the part of the mortgagor, and where 
his rights are extinguished by the foreclosure, may be 
considered to be a “sale or exchange” of property 
within the above definitions. Nor does the legisla- 
tive history of the statute indicate that Congress in- 
tended to use the word “sale” in other than its ordi- 
nary or legal import. 

On the other hand, Judge Hand’s reasoning in the 
Electro-Chemical Engraving Co. case that the statute 
does not confine the meaning of the word “sale” to 
voluntary transfers by the taxpayer is eminently prac- 
tical. He sees no difference between a case where a 
broker sells collateral at the request of the customer, 
and a case where the broker sells the collateral for 
his protection ; that either case is the same in principle 
as the sale of mortgaged real estate by means of a 
decree in foreclosure; that in all these cases there 
would be a “sale” within the meaning of Sec. 117 (d) 
of the Statute. There is undoubtedly a sale where 
the customer orders his collateral sold. Where there 
is a sale of the customer’s collateral by the broker for 
his protection, it may be that there is a sale by the 
customer because of an express contract that the 
broker may sell for his protection. So in the case of 
an ordinary power of sale mortgage, the mortgagor 
agrees that his rights may be sold upon his default. 
In this respect it would seem that the mortgagee is 
acting as agent for the mortgagor, and that there may 
be a sale by the mortgagor, but certainly not a volun- 
tary sale, any more than in the case of the broker sell- 
ing out the customer’s collateral for the former’s 
protection, unless it may be said in each case that the 
sale is voluntary, because authorized. 


Conclusion 


The question is a close one. Although the weight 
of authority at the present time is that there is no 
sale or exchange under facts similar to those in the 
Electro-Chemical Engraving Co. case,” it is a situation 
where the Supreme Court might go either way, and 
as in sO many tax cases, one person’s guess is as 
as another’s as to what the Court will say. 


g 0d 


National Tax Conference 


The Thirty-third Annual Conference of the National 
Tax Association will be held in New York City, Sep- 
tember 9-12, 1940, with headquarters at the Hotel 
Pennsylvania. Outstanding leaders in the fields of 
taxation, finance and law will address the conference 


and participate in the important discussions on vital 
tax problems. 





. 


1 Since this article was written the Supreme Court, on June 3, 


1940, granted certiorari in Commissioner v. Electro-Chemical Engrav- 
ing Co., Inc. 
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URING the last decade the business affairs of 
the nation have been, more than ever before, 
in constant change; many new and vexatious 

problems have arisen from time to time which have 
required skill and ingenuity to surmount. During 
this period of transition the question of bad debts, 
their deduction, and treatment of recoveries has been 
of particular interest to our banks, as well as to other 
taxpayers. Being a subject of importance, it has re- 
ceived special attention by the Internal Revenue Bu- 
reau and has been the subject of rulings with respect 
to banks, through which has come a liberalization 
affecting all taxpayers. 


New Principles Established by Rulings 


(1) Treasury Decision 4633+ was issued in April, 
1936, and first recognized orders of supervisory au- 
thority (federal or state) as being conclusive evidence 
of ascertainment of worthlessness. This Treasury 
Decision was made retroactive to and including the 
year 1932 by amending the Regulations. This deci- 
sion pertained only to banks. 

(2) General Counsel’s Memorandum 18525? was 
issued in June, 1937, in order to clarify the provisions 
of T. D. 4633, and it first laid down the principle that 
recoveries of bad debts would not be taxable where 
no reduction in tax liability had resulted from charge- 
off in a prior year. As issued, this ruling was limited 
to banks. 

(3) I. T. 3172% (later revoked) was issued in 
March, 1938, and first prescribed a percentage method 
to be applied to each separate bad-debt recovery to 
determine to what extent taxable or non-taxable. 

(4) G.C. M. 20854,4 issued in March, 1939, first 
established the unit rule by which the total charge- 
off in a prior year is considered as a unit; extended 
the application of the rules to include debts charged 
off in years prior to 1932; and also extended the appli- 
cation of the rules established for banks to apply to 
all taxpayers. 


* Paper read before a meeting of the Federal Tax Forum of 
New York City. 
Attorney at Law, New York, N. Y, 
C, B. June, 1936, p. 118. 
*C. B. 1937-1, p. 80. 
C. B. 1938-1, p. 4. 
‘C. B. 1939-1, p. 102, 
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DEDUCTIONS AND RECOVERIES 


By EDWARD H. AYERS** 
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Analysis of New Rulings 


(1) T. D. 4633, issued April, 1936, reads as follows: 


“Where banks or other corporations which are subject to 
supervision by Federal Authorities (or by State Authorities 
maintaining substantially equivalent standards) in obedience 
to the specific orders of such supervisory officers, charge off 
debts in whole or in part, such debts shall be conclusively 
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presumed, for income tax purposes, to be worthless, or re- 
coverable only in part, as the case may be, but in order that 
any amount of the charge-off may be allowed as a deduction 
for any taxable year it must be shown that the charge-off took 
place within such taxable year.” 


This decision was made retroactive to and including 
the year 1932 and is still in effect. It amended the 
Regulations under the 1932 and 1934 Acts and was 
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incorporated in the Regulations under the 1936 and 
1938 Acts, in connection with Sec. 23 of these Acts. 
T. D. 4633 was issued to facilitate administration of 
the Regulations in connection with charge-offs and 
deduction of bad debts in the case of banks. Prior 
to the issuance of T. D. 4633 the Bureau had required 
bank taxpayers to show that charge-offs ordered by 
supervisory authorities, or made voluntarily, were 
in fact justified by the actual status of the debt in 
question. 

Commenting on T. D. 4633 shortly after its issu- 
ance, the Chief Counsel stated that this Treasury 
Decision could only be taken as setting up a prac- 
tical rule for ascertainment of total or partial worth- 
lessness of debts in bank cases, and not as undertaking 
to give any effect to such ascertainment which 
would contravene provisions of the statute or related 
regulations. 

(2) G. C. M. 18525, issued in June, 1937, was in- 
tended to clarify the provisions of T. D. 4633 as the 
application of the rule in some cases was subject to 
some uncertainties. It was also intended to serve as 
a general guide to banks and trust companies in the 
deduction of bad debts, although it also touched 
briefly on the treatment of recoveries of bad debts 
and the basis for computing gain or loss on the sale 
of capital assets in the form of debts such as bonds, 
notes, debentures, etc., which previously had been 
charged off as bad debts. Deductions on account of 
bonds and similar securities are in the same category 
as deductions on account of customers’ notes. This 
memorandum (G. C. M. 18525) emphasizes the fact 
that the language of the statute *® relating to partially 
worthless debts does not require a taxpayer to claim 
partial worthlessness as a deduction in any particular 
year. It simply provides that the Commissioner may 
allow as a deduction such partial worthlessness in 
an amount not in excess of the part charged off within 
the taxable year. This memorandum also lays down 
the rule that the words “so ascertained” in the rules 
are intended to refer to ascertainment of total or par- 
tial worthlessness by a bank examiner or supervisory 
authority. It is not the intention of the rules to limit 
the deductions for bad debts in the case of banks and 
trust companies only to items ordered charged off by 
supervisory authority. Debts voluntarily charged off 
in whole or in part may be properly allowed if they 
are in fact totally or partially worthless, but a bank 
taking such voluntary action may be required to prove 
the degree of worthlessness, whereas where debts are 
charged off by direction of supervisory authority this 
is conclusive proof for income tax purposes of total 
or partial worthlessness. While the Revenue Acts of 
1932 and 1934 are mentioned in this G. C. M. this was 





5 Sec. 23 (k) (1). 
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for retroactive effect and G. C. M. 18525 remains in 
effect to the present time. 

(3) I. T. 3172, issued in March, 1938, was supple- 
mentary to G. C. M. 18525 and prescribed a percentage 
formula to be applied to each individual recovery in 
determining whether the recovery would be taxable. 
An example of the formula is as follows: 











1. Net Income for 1936 before deduction of bad debts. . $16,000 
2. Bad debt No. 1 ey . $ 8,000 

3. Bad debt No. 2.. 12,000 

4. Total bad debts deducted in 1936 20,000 
5. Loss on 1936 Return 4.000 
6. Recovery in 1937 on bad debt No. 1 se 500 
7. Recovery in 1937 on bad debt No. 2... ; . 3,000 
8. Total 


$ 3,500 








In this case, each debt served to offset taxable net 
income to the extent of 16/20 or 80% thereof, and 
20% of each debt resulted in no reduction of taxable 
net income. Since the amount recovered in 1937 on 
debt No. 1 was less than that portion of such debt 
deduction which had not effected a reduction of tax 
liability, no taxable income was derived from such 
recovery in 1937 and a further recovery to the extent 
of $1100 can be effected before any taxable income 
will result. However, under the rule in I. T. 3172, 
only 20% or $2,400 of debt No. 2 could be recovered 
tax-free, and $600 of the recovery on this account in 
1937 would constitute taxable income in that year. 
As stated above, I. T. 3172 was revoked and super 
seded in March 1939 by G. C. M. 20854, which pro 
vides a different formula, illustrated further below. 
In passing, it should be mentioned here that I. T. 3172 
dealt retroactively only with charge-offs for 1932 and 
subsequent vears, and those who filed claims for re 
fund under provisions of I. T. 3172 should determine 
whether benefits may be secured by application of 
the rule established by G. C. M. 20854, and if so, the) 
should reopen, adjust, or file new claims for refund 
for years not barred by the statute of limitations. 
(4) G. C. M. 20854, issued in March, 1939, revok 
ing and superseding I. T. 3172, is supplementary to 
G. C. M. 18525, and relates solely to recoveries of bad 
debts which, when charged off and deducted, did not 
result, in whole or in part, in a reduction in tax liability. 
If bad debts when charged off were not deducted, or if 
deducted, did not in whole or in part reduce tax lia 
bility, then recoveries against such debts are held to 
be tax free, to that extent, as recoveries of capital 
Likewise, to the extent that the charge off of a debt 
reduced tax liability, the recovery is taxable. G. C. M. 
20854 was issued as a result of an inquiry as to 
whether the ruling originally made in G. C. M. 18525 
respecting the treatment of recoveries could be held 
to apply to taxpayers generally or whether the prin- 
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ciple was limited to debts of banks. G. C. M. 20854 
holds that the principles for determining the taxable 
status of recoveries of bad debts stated therein are 
not limited to banks, but apply equally to all tax- 
payers. Likewise, these principles are not limited to 
recoveries of debts charged off in 1932 and subsequent 
years, but relate to all years subsequent to February 
28, 1913. Also they apply to the exclusion from in- 
come of collections of debts arising from 
wages, salaries, rents and similar items of 
taxable income which already had been 
included in gross income. G. C. M. 20854 
revokes the percentage rule prescribed in 
[. IT. 3172, and substitutes the unit rule, 
under which no taxable income is deemed 
to arise from recoveries of debts previously 
written off until there has been a complete 
recovery of the capital represented thereby. 
In determining the amount of capital to be 
recovered, the original capital investment 
is to be reduced by previous write-offs only 
to the extent that they have resulted in a 
tax benefit. The principle set forth in 
G. C. M. 20854 is that before a recovery 
shall be treated as income, there shall have 
heen a full return of capital for tax purposes 
either by repayment by the debtor or 
through a deduction from taxable income, 
or both. Therefore, the bad debt unit that did not 
reduce tax liability is considered as capital until it 
has been fully absorbed. The new rule in G. C. M. 
20854 may be illustrated by its application to the facts 
in the example under I. T. 3172 as follows: 








1. Net Income for 1936 before deduction of bad debts. $16,000 
2. Bad debt No. 1 Ae $ 8,000 

3. Bad debt No. 2.... , a 12,000 

4. Total bad debts written off in 1936 - 20,000 
5. Loss in 1936 Return 4,000 
6. Recovery in 1937 on bad debt No. 1 500 
7. Recovery in 1937 on bad debt No. 2 3,000 





8. Total recovery in 1937 


$ 3,500 


In this case, the unit rule as previously mentioned, 
is applicable, and no taxable income results from the 
total recoveries of $3,500 because this total recovery is 
less than the loss of $4,000 on the 1936 return and 
consequently cannot be considered to have resulted 
in a reduction of tax liability for the year 1936. Fur- 
ther recoveries on these two debts to the extent of 
$300 can be made before any taxable income will 
result. It might be appropos to mention here that 
every taxpayer who receives any amount in complete 
or partial recovery of a debt previously deducted and 
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who claims that such amount constitutes in whole or 
in part return of capital rather than income is re- 
quired to submit with the return for the year of such 
recovery a statement substantiating this claim. 

It is to be noted that under G. C. M. 20854 the bad- 
debt deduction is considered as the last item allowed 
in arriving at net income. The language used is as 
follows: 








“W here a taxpayer has had the benefit of a bad debt de- 
duction in a prior year,and he is required to report as income 
the subsequent collection of any portion of such debt, the doc- 
trine that no deduction should be allowed twice, as well as 
some form of estoppel, operate to bar such a taxpayer from 
claiming that such a recovery is, in fact, a return of capital and 
in no sense income. However, sucha theory cannot be stretched 
to the point of making income, in fact, under any of the con- 
cepts enunciated by the Supreme Court. Hence, if the taxpayer 
has not had the benefit in any prior year of a deduction with 
respect to the debt, there can be no theory of estoppel, and the 
collection of such debt not constituting income, cannot be 
brought within the purview of the Sixteenth Amendment to 
the Constitution and thus be subjected to the income tax.” 


“In such case it will be assumed that all deductions other 
than bad debt deductions first apply in reduction of the taxable 
income.” 

Just how this is to be construed where excess de- 
preciation has been claimed in a “loss year”, is still 
an open question.® 


Another difficult problem which may have to be 
“tax benefit” 
from bad-debt (and depreciation) deductions in prior 
years relates to those cases in which net loss carry- 


overs have been allowed. 


solved in determining the amount of 


Change in Statute 


The first change in the provisions of the statute 
relating to bad debt deductions since 1921 appears 
in the amendment of Sec. 23 (k) appearing in the 
1938 Act. Under this amendment, bad debt losses are 
no longer allowed with respect to bonds. Such losses 
are allowable, to taxpayers other than banks, only in 
the case of total worthlessness, and then only as cap- 
ital losses to the same extent as if the bond had been 
disposed of (for zero proceeds) on the last day of the 
year in which it became worthless. Partial bad-debt 





®°Cf, Pittsburgh Brewing Co. v. Commissioner (CCA-3, Nov. 10, 
1939) 107 Fed, (2d) 155, 
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to taxpayers other than banks. 

Incidentally, the idea of treating bonds in a man- 
ner different from other debts first appeared in the 
statute in the amendment of Sec. 117 (f) in the 1934 
Act, whereby amounts received in retirement of cor- 
porate bonds are treated as though received upon sale 
or exchange. 

The decision by the U. S. Circuit Court of Appeals, 
Second Circuit, in S. C. Thomson v. Commissioner 
(January 8, 1940) holds that the surrender of deben- 
tures to a Receiver for a nominal sum shall not be 
considered as a “retirement” and the loss sustained 
shall not be considered as subject to capital loss limi- 
tations under Section 117 (f). 


Problems in Connection with Mortgage Debts 


This is a subject to which a whole evening could 
well be devoted. The situations in which these prob- 
lems arise may be classified as follows: 

(a) Voluntary cancellation, in whole or in part, by the 

owner of mortgage. 
(1) Effect on owner of the mortgage. 
(2) Effect on the owner of the property and/or debtor. 

(b) Foreclosures. 


(1) Effect on owner of mortgage. 
(2) Effect on owner of property and/or debtor. 


(c) Losses on resale of foreclosed property. 


(1) By taxpayers other than banks and finance concerns. 

(2) By banks and finance concerns (held to be de- 
ductible in full and not subject to limitation as 
capital loss). 






Cancellation of Indebtedness 


The cancellation of indebtedness (other than mort- 
gage debt, involves: 

(a) The effect on the creditor. 

(b) The effect on the debtor. 

As to the creditor, the resulting loss, if allowable, 
is deductible as a bad debt under Sec. 23 (k). Whether 
or not deductible depends upon whether the debtor 
has any assets out of which the entire debt could have 
been collected through legal action. As to the debtor, 
the cancellation of indebtedness, in whole or in part, 
may result in the realization of income. If, for ex- 
ample, an individual performs services for a creditor, 
who in consideration thereof cancels the debt, income 
in the amount of the debt is realized by the debtor 
as compensation for his services. A taxpayer realizes 
income by the payment or purchase or compromise 
of his obligations at less than their full amount, but 


only to the extent that the debtor is left with assets 
in excess of liabilities.’ 


* Lakeland Grocery Co., 36 BTA 289, 





deductions on account of bonds are no longer allowed Partial Bad Debt Deductions 


September, 1940 


As referred to above under discussion of G. C. M. 
18525, the statute ® contains the phrase 


“and when satisfied that a debt is recoverable only in part, the 
Commissioner may allow such debt in an amount not in excess 
of the part charged off within the taxable year, as a deduction”, 


G. C. M. 18525, C. B. 1937, page 80, referring to this 
section of the statute states in part: 


“Tt is to be noted that the language of the statute relating to 
partially worthless debts does not require the taxpayer to claim 
such partial worthlessness as a deduction in any particular 
year. It is simply provided that the Commissioner may allow 
as a deduction such partial worthlessness in an amount not in 
excess of the part charged off within the taxable year.” 
The advantage of this is that debts not deducted do 
not constitute taxable income if and when received. 
However, for the year 1939 this question is tied in 
with the establishment of a statutory net loss such 
as is permitted to be deducted from net income of 
the two following years. A net loss shown by a return 
may not be a statutory net loss for the purpose of the 
“carry-over”, as wholly exempt interest is required to 
be included in gross income for the purpose of de- 
termining the amount of such statutory net loss. If 
such a statutory net loss does not exist there would 
be no point in not deducting any more of the bad 
debts than would remove a tax liability for the year. 
Banks have frequently deducted bad debt charges 
against bonds as “losses” or some other designation. 
A charge-off against an undisposed of bond can only 
be properly claimed for tax purposes as a bad debt. 


Reserve Method 


In lieu of the deduction for specific debts actually 
ascertained to be worthless and charged off there may 
be deducted “in the discretion of the Commissioner, 
a reasonable addition to a reserve for bad debts”. 
This method may be used only by taxpayers report- 
ing charge sales (or other debt-creating transactions) 
and employing a large number of accounts where 
credit has been extended to cover a considerable 
period of time. Beginning with the 1921 Act,® tax- 
payers, regardless of their previous practice, were 
given the option to deduct bad debts in whole or in 
part or by establishing a reserve for bad debts and 
basing their annual deductions for such losses on a 
reasonable addition to such reserve. The particular 
method originally adopted by a taxpayer must be used 
for all later vears unless the Commissioner grants per- 
mission to change. The Bureau had originaly held 
that the reserve method was not permitted for a bank 
whose accounts were on a cash basis. It modified this 
ruling, however, after its acquiescence in a Board 
decision which permitted a bank on a cash basis, 





§ Sec. 23 (k) (1). 
® Sec. 234 (a) 5. 
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which also reported as income, discount on a note at 
the date of receipt of the note, to deduct a reasonable 
addition to a reserve for bad debts. 

in S. Rossin & Sons, Inc., et al.,“° the Board recently 
held that an unused bad debt reserve shall be treated 
as taxable income in the year in which liquidation 
occurred, although an unauthorized change to actual 
charge-offs had been made in a prior year. It is of 
interest to point out here that seven of the sixteen 
members comprising the Board of Tax Appeals dis- 
sented from this decision, indicating that it was in 
an earlier year that income was derived from the un- 
used reserve balance. The majority opinion of the 
Board, however, concluded that as long as the re- 
serve was carried as an open item and not written 
off, it remained theoretically possible for outstanding 
bad debts to be charged against that account rather 
than being specifically deducted, and income from the 
unused balance was held to be deferred until closed 
out. This decision in no way affects the general rule 
that the unused balance in a bad debt reserve must 
be taken up in income in the year in which taxpayer 
receives permission to change to the actual charge-off 
method. 


General Comment 


ad debts incurred by individual taxpayers are, in 
general, to be treated the same as any other taxpayer. 
The statute provides that losses sustained during the 
taxable year and not compensated for by insurance 
or otherwise are deductible when: (1) incurred in 
trade or business, or (2) if incurred in any transaction 
entered into for profit. However, where an amount 
of money advanced to an individual not in connection 
with a business transaction has all the elements of 
an actual loan which is subsequently uncollectible, the 
amount thereof is a proper deduction as a bad debt. 

Since stocks do not represent evidence of indebted- 
ness, charge-offs directed against such assets of a 
bank by supervisory authority do not come under the 
rules laid down in G. C. M. 18525 and such charge- 
offs, if allowable on the basis of the facts, must be 
considered as losses arising from “sale or exchange” 
on the last day of the taxable year and are deductible 
only subject to the limitations in Section 117 ap- 
plicable to corporations in general. 

\ charge against real estate directed by supervisory 
authority does not come within the provisions relat- 
ing to the deduction of a bad debt. It has been ruled 
that when a bank acquires real estate in lieu of a 
debt the relationship of debtor and creditor no longer 
exists, and a bad debt deduction of a charge so ordered 
may not be taken.” 


40 BTA 1273. 
I. T. 2985, C. B. June 1936, p. 119. 
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It has been ruled that charges against debts di- 
rected by the Federal Deposit Insurance Corporation 
or by any of its examiners are allowable to the same 
extent as charge-offs made by direction of national or 
state banking authorities.’? 


Claims for refund of income taxes paid may be in 
order under the provisions of G. C. M. 18525 and 
G. C. M. 20854, where recoveries on bad debts have 
been included in taxable income based on charge-offs 
deducted in a prior year tax return but which did 
not have the effect of reducing income tax liability. 
Under existing statute a claim for refund of taxes, 
so overpaid, may be filed within three years from the 
time a return was filed or two years after payment 
of a tax. 


Sales of debts: (a) Where a bond disposed of has 
been previously charged down and the charge-off re- 
duced tax liability the basis for computing taxable 
gain or loss is the book value. 


(b) Where a bond disposed of has been previously 
charged down and the charge-off was not deducted 
on a tax return, tax liability was not reduced and the 
basis for computing gain or loss is the original cost. 


(c) Where bonds have been charged down and 
deductions claimed in tax returns as bad debts, but 
because of other deductions a net loss would have 
resulted without the deduction of any bad debts what- 
ever, no reduction in the original cost basis of a se- 
curity should be made in computing gain or loss. 

(d) There will be cases where the aggregate bad 
debt deduction partially reduced tax liability and such 
bad-debt deduction will include charge-offs against 
securities. While G. C. M. 20854 does not specifically 
cover the question of basis for computing gain or 
loss on disposition of marked down bonds against 
which the charge-offs partially reduced tax liability it 
may be assumed that the unit rule will apply. A bad 
debt unit that did not reduce tax liability may in- 
clude all kinds of debts such as customer’s loans, 
bonds, debentures, etc. There is no requirement that 
it shall consist of any particular kind of bad debt. 
Since the unit may be absorbed through sales of se- 
curities as well as through recoveries on loans, securi- 
ties sold which have been charged down will take 
their original cost basis until the bad debt unit of a 
particular year carrying charge-offs against the par- 
ticular securities has been completely absorbed by 
recoveries and sales. After a particular bad-debt unit 
which includes charge-offs against specified securi- 
ties has been absorbed, then the marked down or book 
value of a security will be the basis for computing gain 
or loss on further sales. 





12G. C. M. 18354, C. B. 1937-1, p. 79. 
3 Sec. 322 (b), I. R. C. and corresponding provisions of prior 
Revenue Acts. 
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New York State 

The Tax Law (section 360, subdivision 7) as 
amended by the laws of 1939, approved February 24, 
1939 and applicable to years beginning on and after 
January 1, 1939, provides that bad debts may be 
treated in either of two ways: 


(1) By a deduction from income as to debts ascertained to 
be worthless in whole or in part, or 

(2) By a deduction from income of an addition to a reserve 
for bad debts. 


Provision is made for both voluntary charge-offs 
and those ordered by supervisory authorities. 

Where banks or other corporations, subject to 
supervision by federal or state authorities, charge-off 
debts in whole or in part, or charge-off stock or bonds 
as worthless or write them down to a nominal value, 
in obedience to the specific orders of such supervisory 
officers all of these items shall in the absence of affirma- 
tive evidence clearly establishing the contrary, be pre- 
sumed for tax purposes to be worthless. It will be 
noted here that this provision is not as liberal as that 
in T. D. 4633. 

Article 52-A (as amended) of the State Regulations 
was issued after T. D. 4633 and the supplementary 
memorandums discussed above were issued by the 
Internal Revenue Bureau. It is titled “Recoveries” 
and provides that: 

“Recoveries on loans (exclusive of those evidenced by bonds 
or other securities) charged off at the direction of federal or 
state bank examiners may be excluded from gross income to 
the extent that such write-offs did not serve to reduce the 
amount of tax computable upon net income in the year made. 
Where such debts when charged off did in part serve to reduce 
the tax computable upon net income, recoveries thereon may 


be excluded until they equal in the aggregate the sum of the 
charge-offs not accomplishing a reduction thereof.” 


Illustration: 
Total bad debts written off in a given year $18,000 
Net Income computed without the benefit of any de- 
duction for bad debts 10,000 


Debts which did not serve to accomplish a reduction in 

tax computable upor net income ee $ 8,000 
Subsequent recoveries may be excluded to the extent 
of $8,000. This amended article is applicable to re- 
turns for any taxable year as to which the right of 


revision has not expired by limitation of time.” 
Conclusion 


As will be noted, there has been a very great ad- 
vance in definite principles and the treatment of 
problems arising from the matter of bad, or doubt- 
ful, debts and recoveries thereon. It is well recognized 
that the Income Tax Bureau has a tremendous amount 
of work and detail but withal has shown a willing- 
ness to cooperate with the taxpayer insofar as pos- 
sible under the statutes as enacted. Doubtless, as 
time and opportunity permit, other important items 
will be taken up and be as fairly treated and as well 
defined as the subject of this paper. 


Addendum 


September, 1940 


A Treasury Decision and a General Counsel’s 
memorandum have just been issued, completely 
changing the status of rulings by the Internal Revenue 
Bureau, relating to Bad-Debt Deductions and Re- 
coveries. 

T. D. 4978, approved on June 27, 1940, added new 
matter to Regulation Section 19.23(k)-1(c) of Regu- 
lations 103 (and corresponding articles of prior Regu- 
lations). This subdivision of Regulation Section 
19.23(k)-1 relates to debts which banks or other cor- 
porations subject to supervision by federal or state 
authorities charge off in obedience to specific orders 
of such supervisory authorities. The matter added 
by the new Treasury Decision is as follows: 

“* * * But no such debt shall be so conclusively presumed 
to be worthless or recoverable only in part, as the case may 
be, if the amount so charged off is not claimed as a deduction 
for the taxable year in which such charge-off takes place. 
If a taxpayer does not claim a deduction in its return for such 
a totally or partially worthless debt for the year in which 
such charge-off takes place, but claims such deduction for a 
later year, then such charge-off in the prior year will be deemed 
to have been involuntary and the deduction shall be allowed 
for the year for which claimed, if the taxpayer produces suffi- 
cient evidence to show (1) that the amount claimed in such 
later year was ascertained to be worthless or recoverable only 
in part, as the case may be, in such year, and (2) that, to the 
extent that the deduction claimed in the later year was not 
involuntarily charged off in prior years, it was charged off in 
the later year.” 

Of infinitely more importance is the new G. C. M. 
22163 published in the Internal Revenue Bulletin (No. 
28) of July 8, 1940. In substance, this memorandum 
holds that recoveries upon debts previously charged off 
and allowed as deductions for federal income tax pur- 
poses are to be considered taxable income for the year of 
recovery regardless of whether the prior allowance 
of the deduction resulted in a tax benefit to the tax- 
payer. The memorandum expressly revokes General 
Counsel’s Memorandum 20854 and so much of Gen 
eral Counsel’s Memorandum 18525 as is inconsistent 
with the new opinion and also recommends that other 
inconsistent Treasury rulings be revoked or modified. 

No reason is given by the Chief Counsel for his 
sudden about-face at this time although several pages 
are devoted to a justification of the conclusion reached. 
Repudiation of his prior opinions, including one ren- 
dered as recently as 1939, are based solely upon a 
Board decision promulgated in 1932 and Court de 
cisions rendered several years ago which did not in- 
volve the specific question of recoveries on bad debts. 
The Board decision in Lake View Trust & Savings 
Bank v. Commissioner,* is inconsistent with subse- 


% 27 BTA 290. 


(Continued on page 590) 















HE task of accumulating an estate is one thing ; 


the job of protecting and conserving that 
estate is another matter. 

With the levy on estate transfer created by the 
federal estate tax and the various state inheritance 
tax laws the estate own- 
er has become more 
and more concerned with 


the matter of minimizing 


the shrinkage in his 
estate due to transfer 
charges. A further 


charge on estate trans- 
fer often overlooked or 
given very little con- 
sideration is the cost of 
probating an estate and, 
too, administrative ex- 
penses incurred in the 
management of the es- 
tate. A not infrequent 
source of loss to an Benjamin M. Becker 
estate is that resulting 
irom forced sale and liquidation of estate assets to 
produce sufficient cash to pay transfer charges. 
Surprisingly, there are many estates which have 
been built up methodically and with considerable care 
and nursed during the lifetime of the owner, but which 
with cyclonic suddenness crumble and shrink on the 
death of the owner as a result of lack of defense against 
shrinkage factors. Such defense involves a utiliza- 
tion of exemptions permitted by law, making use of 
tax savings devices in instruments of transfer such as 


the last will and the living trust, and, finally, placing 


—— ee 


+ Authors’ note: Since the writing of this article the National De- 
fense Tax Law was adopted. In the case of a decedent dying after 
June 30, 1940, and before the expiration of five years after such 
date, the total federal estate tax is increased by ten per cent. For 
gifts made during a calendar year from 1940 to 1945, inclusive, ten 
per cent is added. Therefore, the calculations of federal estate tax 


and federal gift tax herein made should be modified to reflect the 
increased rates. 


* Member of the Chicago Bar; Specialist in Probate, Estate Tax 
and Business Insurance Law; Author, Illinois Lawyer’s Manual. 
Teacher and Lecturer. 


** Tax, Insurance, and Business Consultant, Chicago. 
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the estate in a position where there will be no sacrifice 
of assets due to lack of cash. 


Amount of Shrinkage 


\ picture of resultant shrinkages may be gleaned 
from the following table: 


Gross Estate’ Total Shrinkage * 

es sip ian kata Dee xara $ 4,926 
EN oe. hig bwstsh ch avae cea vetecaune eds 13,159 
Ow ...... screen stoi en 
300,000 et ee eee 62,895 
RES Rear ze rn 92,110 
od sch x 0 a0 aterxn aves 122,623 
700,000 .. 187,433 
1,000,000 .. 298,269 
2,000,000 699,550 


Where there is a second 
transfer of the estate 
following the demise ot 
the first beneficiary (not 
less than five years after 
the death of the estate 
owner) the estate must 
pass through the wringer 
a second time. Estate 
owners quite frequently 
overlook the incidence 
of second transfer costs. 

With the mounting 
national budget for de- 
fense purposes it is very 
likely that estate owners 
will be called upon to 
bear a goodly portion of the increases in taxes. 


Samuel S. Becker 


If the prudent business man is to conserve the fruits 
of his labor, consideration must be given to the basic 
principles of estate conservation. 

After determining the taxable items in an estate 
it then becomes important to lop off portions of the 
taxable estate, and thus eliminate them from transfer 





1 Winslow's, Minimizing Death Taxes (3rd Ed.), p. 136. 
2 Gross estate, less debts, etc. 


2 Includes Probate and Administrative Expense, Federal Estate 
Tax and Illinois Inheritance Tax. 
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charges. 





Such charges are made up primarily of 
(1) probate and administrative expenses (2) federal 
estate taxes, and (3) state inheritance taxes. 











The lopping off process consists largely of the 
utilization of the gift device. 

The living gift is the open sesame to effective estate 
conservation. How it operates may be demonstrated 
by a series of diagrams. 


Assume that Mr. Estate Owner possesses an estate 


of $250,000. 

















Diagram No. 1 






GROSS ESTATE 
$250,000 





Potential Estate 
$250,000 







General Estate Exemption 






We begin by deducting the federal general estate 
tax exemption of $40,000.* 













Diagram No. 2 

















TAXABLE ESTATE 
$210,000 





General Estate 
Exemption 
$40,000 © 










Potential Estate 
$250,000 





Life Insurance Exemption 








We then deduct the federal life insurance exemp- 
tion. Under the federal law $40,000 of insurance taken 
out by the estate owner on his own life and payable 
to specifically named beneficiaries is exempt from the 
estate tax.® 


Observe that frequently estate owners overlook the 
opportunity for effective estate conservation and 
avoidance of shrinkage by failing to take advantage 
of the insurance exemption. In effect, this exemption 
permits the estate owner to safeguard $40,000 of his 








*Sec. 201 (b) Rev. Act 1935; Reg. 80, Art. 1. 
5 Sec. 302 (g) Rev. Act 1926; Reg. 80, Art. 25. 





TAX ES— The Tax Magazine 













September, 1940 








estate when translated into insurance proceeds, 
Obviously, this exemption cannot be used as an addi- 


tional exemption applicable to the general estate. 


Diagram No. 3 










TAXABLE ESTATE 
$130,000 












ee General Estate : 





Specific Gift 





Potential Estate 
$250,000 





Saving Probate Expense by Insurance Settlements 

Additional estate shrinkage may be avoided where 
insurance proceeds are payable under settlement agree- 
ments made directly with the insurer company. Thus, 
probate and administrative costs may be saved by 
effecting a direct distribution to heirs. 

Generally, life insurance companies will allow op- 
tional methods of settlement permitting distribution 
of proceeds in a lump sum, installment distribution, 
leaving proceeds on deposit at interest and with- 
drawable in specified units with some limitation as to 
time, and paying out proceeds in the form of a life 
income. Further, payment will be made to specific 
beneficiaries and then to contingent beneficiaries spe- 
cifically named. Although lacking in the flexibility 
contained in wills and living trusts such form of direct 
distribution of insurance proceeds may be used to 
decrease probate and administrative charges. 


From here on the key to estate conservation and 
minimizing shrinkage lies in the utilization of the 
living gift device. 


Specific Gift Tax Exemption—Further Saving 


The federal law permits a specific gift exemption 
of $40,000.° Thus the estate owner takes the next 
step, and by dispossessing himself of $40,000 of his 
estate he can avoid federal estate and state inheritance 
taxes thereon. 


Increment to Estate by Converting 
Gift to Insurance 

While diminishing his estate by taking advantage 
of the specific gift tax exemption the estate owner 
is afforded an opportunity to use this technique to 
increase the ultimate potential estate. By converting 





® Int. Rev. Code Sec. 1004 (a), Sec. 301 (b) Rev. Act 1935; 
1936 Ed. Art. 12 
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the $40,000 gift into single premium whole life in- 
surance the estate owner, aged forty-five, can approxi- 
mately double the ultimate size of the gift. 


Diagram No. 4 








TAXABLE ESTATE 
$170,000 


Potential Estate 
$250,000 
sy the creation of the additional iftsurance estate 
through use of the specific gift converted into in- 
surance the ultimate value of the estate has been 
increased roughly by 16 percent, and the increased 
estate is not subject to estate or inheritance tax. 


Diagram No. 5 


TAXABLE ESTATE 
$130,000 





Potential Estate 
$290,000 


Annual Gift Tax Exemption 

The estate owner can proceed yet further in his 
program for minimizing estate shrinkage. The annual 
$4,000 gift tax exemption (to single donees) may be 
utilized for additional savings in estate taxes." 

Under the federal law the estate owner may divest 
himself of his estate free from estate or gift taxes 
by giving away annually not to exceed $4,000 to single 
donees. This program pursued over a period of years 
can produce one hundred percent conservation. Ob- 
viously, the merit of such a program will depend on 
many other factors: the age of the estate owner, his 
life expectancy, the continuance of an income to him- 
self for life, the financial condition of the proposed 
donee, and many other economic elements entering 


‘Int. Rev. Code Sec. 1003 (b)(1) and (2), Sec. 505 (a) 1938 Act; 
Reg. 79, 1936 Ed. Art. 10. 
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into the picture. Nevertheless, utilized to a reasonable 
extent the estate owner can wisely take advantage of 
this annual exemption. 


Further Increase in Potential Estate 
Through Insurance 

Here again the gift device may be combined with 
an insurance program which will in effect increase 
the potential value of the estate. Converted into single 
premium whole life insurance an estate owner of 
forty-five years of age can double the ultimate value 
of his gift. 

Converted into annual premium whole life insur- 
ance an estate owner of forty-five years of age can 
increase substantially his potential estate. 


Diagram No. 6 

























TAXABLE ESTATE 
$130,000 
(less $4,000 annual gifts) 





Potential Estate 
$390,000 


Making use of the $4,000 annual gift tax exemption 
and converting it into annual premium whole life in- 
surance the estate owner has again increased the 
potential value of his estate by roughly 24 percent. 

Not only has the estate owner increased his estate 
but he has “saved by giving.” 


Federal Estate Taxes Saved 

To what extent federal estate taxes may be saved by 
giving away part of the estate depends, of course, 
upon the size of the estate and the amount of the 
gift. Illustrative of what can be saved is the follow- 
ing table: 


Diagram No. 7 
Estate Tax 


Estate Amount of Saved on Gift Tax Net Savings in 
Gift -: Gift on Gift Fed. Est. Tax 
$100,000 $ 25,000 $ 2,600 0 $ 2,600 
50,000 4,000 75 3,925 
75,000 4,200 900 3,300 
$200,000 50,000 7,700 75 7,625 
100,000 15,924 2,700 13,224 
150,000 19,757 7,837 11,920 
$300,000 100,000 16,400 2,700 13,700 
150,000 24,100 7,837 16,262 
200,000 36,021 14,212 21,809 
250,000 34,800 20,700 14,100 


(Continued on page 589) 































































































































































































With Special Attention to New York City 
and New York State 


HE subject of methods of collection of delin- 

quent real estate taxes is one which has thus 

far received less attention than it deserves. 
When some taxes are not collected, a disproportionate 
share of the burdens of government is thrown upon 
those taxpayers who do pay. Furthermore, the mod- 
ern city budget is usually based upon the expectation 
of reasonably complete tax collections. If ten percent 
of the taxes are not collected, the city is short ten 
percent of its expected revenue, and a deficit may 
result. This places a still greater burden on the pay- 
ing taxpayers. Also, delinquent taxes adversely affect 
public finances and public credit. While most cities 
today are well equipped with budget and accounting 
systems and other aids for promoting efficiency in 
their financial administration, the intermediate step, 
the enforcement of the collection of taxes, has been 
in many cases largely neglected. Taxes levied by a 
municipality or state must be converted into cash to 
be of use to the governmental body levying them. 
Will the money from taxes levied on real estate for 
the current year be available at an early date, or will 
it be months or years later that payment is received? 
The problem of real estate tax delinquency in the 
United States is a serious one. It existed to a great 
extent for many years prior to the depression but was 
generally ignored. The depression brought the prob- 
lem to a focus. For example, the New Jersey Com- 
mission on Municipal Taxation and Expenditure re- 
ported for 162 municipalities in that state at the end 
of 1928, a total tax delinquency of $65,000,000. In 
New York State for the period 1933-1938 inclusive, the 
tax delinquency every vear has approximated one- 
quarter of a million dollars per vear. While the total 
tax delinquency has fallen somewhat since 1933 (303 
million in 1933 to 225 million in 1938)! the problem 





* Counselor at Law, New York City and Washington, D. C.: 
formerly Tax Counsel for the Home Owners’ Loan Corporation. New 
York City. 

+ Annual Report, New York State Tax Commission—1938, p. 29. 
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is still an exceedingly important one. The average de- 
linquency of all states in 1933 was 20.5%.? 

In the excellent study conducted by Dr. F. I. Bird 
for Dun & Bradstreet, Inc. entitled “Trend of Tax 
Delinquency 1930 to 1938 in Cities over 50,000 Popu- 
lation”, it is shown that tax collections in 1938 showed 
a slight slump over 1937. Of 190 cities studied, there 
Was a great range in collections. Some of the cities 
showing the most stable current collections included 
Berkeley, Los Angeles, Denver, Hartford, Atlanta 
and Albany. The worst records occurred in Tampa, 
Detroit, Flint and Atlantic City. Dr. Bird writes that 
the economic structure of cities plays a large part but 
“also of prime significance is the fact that most of 
the group follow efficient, rigid methods of tax col- 
lection, while in the case of twenty cities showing 
the least stability, study of their tax collection pro- 
cedure suggests that in some instances excessive de- 
linquency was partially attributable to a lack of ener- 
getic and efficient collection methods.” 

At the outset, it is probably best to first define the 
limits of this study of methods of collection of de- 
linquent real estate taxes. Although each of the states 
and the District of Columbia has some method of 
dealing with tax delinquency, this paper does not 
propose to make a compilation of such methods. In 
stead, the laws of a particular state, namely, New 
York, and the counties, cities and villages therein, will 
be examined quite thoroughly. The state of New 
York and its subdivisions have almost every type of 


2 Department of Commerce, Bureau of the Census, Division of 
Real Estate Taxation—1934, Volume 1, Current Tax Delinquency 
by States and Counties. 
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tax collection law possible and serve as an excellent 
laboratory for study in this field. 

Payment of taxes is entirely voluntary on the part 
of the taxpayer until the tax becomes delinquent. 
Until such time arrives, the collector makes no at- 
tempt to collect the money, but merely receives pay- 
ments when and as made by the taxpayer. The burden, 
thus, is on the individual to come forward and pay. 
The collector merely sends out bills and the taxpayer 
is encouraged to pay by discounts and penalties. After 
the tax becomes delinquent, the collector ceases to 
be merely a “receiver” of taxes; he becomes a col- 
lector in fact as well as in name and may take active 
steps to compel payment. 

There are varying degrees of delay or nonpayment 
which are embraced in the general term “tax de- 
linquency”. It goes from taxes due a few weeks after 
the due date and unpaid, to those unpaid for years. 
No precise definition of the term “tax delinquency” 
is possible. In 1932, a committee* studying tax de- 
linquency suggested the terms “short term” delin- 
quency when the tax remains unpaid at the end of the 
regular collecting period and becomes subject to a 
penalty, and “long term” delinquency, when taxes are 
two or more years in default. In this paper, the term 
“tax delinquency” will include all real estate taxes 
unpaid after the due date and which are defined as 
delinquent by the particular law of the jurisdiction. 
This study is chiefly concerned with the procedure 
which begins after the tax becomes delinquent. 


Summary of Methods Used for Collection of 
Delinquent Real Estate Taxes 


The present methods used for the collection of de- 
linquent real estate taxes are generally inefficient and 
lacking in fairness either to the taxpayer or to the 
community. Existing statutes for convenience may 
be divided into five general classes: 

1. Penalties and interest; 

2. Tax sales; 

3. Foreclosure of tax liens without prior tax sales; 

4. Civil suit by the public authority; 

5. Tax receivership action brought by the state or 
municipality. 


uy 


Jens P. Jensen pointed out in a speech on the subject 
of delinquent taxes before the National Tax Associa- 
tion * that one needs but to refer to the elaborate and 
varied legal provisions relating to the collection of 
taxes to understand that the payment of taxes is an 
unpleasant task, and that it has been necessary to 
carry on experiments for centuries in attempting to 
make the collection effective. 

There are a variety of other methods used through- 
out the United States, such as distraint, or levy against 





Committee of the National Tax Association. The American 
Economic Review, vol. 24, No. 1. Supplement March 1934, p. 141. 

‘In Proceedings of the Twenty-third National Conference, Na- 
tional Tax Association, 1930, p. 235, 
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personal property owned by the taxpayer, and the 
sale of said personal property by the tax collector for 
the delinquent real estate taxes. Arrest for the non- 
payment of real estate taxes still exists in the state of 
Maine. Article 4-A of the Tax Law of New York State 
authorizes any municipal corporation to accept pay- 
ment of taxes on real estate, water rates or special 
assessments from any corporation organized under 
the laws of the state of New York for the purpose of 
extending loans to taxpayers for the payment of taxes. 
The payment will be conditionally credited by the 
municipal corporation against the amount due, but 
it will not extinguish the tax lien existing against the 
property until the conditional tax receipt issued by 
the municipal corporation is endorsed as paid and is 
surrendered to the municipal corporation for cancel- 
lation. This mode of payment is only several years 
old and is not used very frequently as yet.® 

Most states, including New York, New Jersey and 
Connecticut, provide for penalties for the nonpayment 
of delinquent taxes in order to secure prompt pay- 
ment. In many states and municipalities, two or more 
of the other above enumerated methods of collection 
are used at the option of the collecting officials. Thus, 
by the provisions of Connecticut law, municipalities 
have the option of using any one of three methods, 
namely, tax sales, foreclosure of tax liens without 
prior tax sales, or civil suit.°** In New Jersey, muni- 
cipalities are authorized to conduct tax sales or bring 
tax receivership actions in proper cases. In New 
York City, on the other hand, only one mode is per- 
mitted, i.e, tax sale, and later a foreclosure of such 
tax sale lien. 

From the above enumerated methods, it is appar- 
ent that this discussion is concerned only with legal 
methods used to collect delinquent real estate taxes. 
Thus, psychological and other means of collection 
utilized by collectors are not covered. 

The following divisions of the paper will discuss in 
some detail the above enumerated methods used gen- 
erally throughout the United States for the collection 
of delinquent real estate taxes. 


Penalties and Interest 


Penalties are most often provided under state and 
local laws for neglect to pay the taxes in due season, 
and they consist, then, in an addition of some definite 
percent to the tax. Where interest and penalties are 
allowable by statute upon tax delinquency, they con- 
stitute a part of the tax lien against the property 
originally charged, if they are for the benefit of the 


5 For a complete description of this procedure, see ‘‘A New Plan 
for the Private Financing of Delinquent Tax Payments’’ by Paul 
Studenski, in Law and Contemporary Problems, Vol. 3, June, 1936, 
pp. 362-370. 

5a ‘The right to collect taxes by levy, suit or lien foreclosure are 
concurrent and cumulative.’’ City of Bridgeport v, Equitable Title 
& Mortgage Co, (1927) 106 Conn, 542, 
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unit imposing the tax. Venalties must be plainly 
imposed or they cannot be exacted. As penalties are 
not favored in equity, a penalty for nonpayment of 
taxes will not be enforced in a proceeding to enforce 
a lien for the taxes where a claim for such penalties 
was not made in the petition.® But after an action has 
been brought to recover delinquent taxes, payment of 
the penalty cannot be avoided by tendering the taxes 
and costs. 

A tax is neither a contract nor a loan within the 
usury statute, so as to forbid penalties in the shape 
of interest in excess of the legal rate. But the penal- 
ties should not be unreasonable in amount. Interest 
is a penalty to insure prompt payment and is not a 
consideration for the forbearance of money or a part 
of the tax. The terms “interest” and “penalty” mean 
the same thing in some taxing statutes and different 
things in others. Generally, interest is an additional 
percent due each day on unpaid delinquent taxes, 
whereas a penalty is a flat addition to the unpaid 
delinquent taxes at one instant of time. A combina- 
tion of a moderate penalty and a moderate rate of 
interest is probably best. The application of this plan 
is evidenced in Monroe County, New York, where 
town taxes are due January 1 of each year. Such 
taxes can be paid at any time in the month of January 
without fees. From February 1 to February 28, 1% 
is added if payment is made in that month. If pay- 
ment is made during March, 2% is added. If payment 
is made from April 1 to April 14, 3% is added. After 
April 14, the addition of 3% above mentioned plus 
interest at the rate of 8% per annum are added. 

In New York City, taxes are due and payable in 
two equal installments. The first installment is due, 
payable, and a lien on October 1, and the second 
installment is due, pavable and a lien on April 1. 
Each installment becomes delinquent one month after 
the respective due date, and interest at the rate of 
7% per annum is imposed from the due date to the 
date of payment. No flat penalty is imposed at all.’ 

In 1930, the National Industrial Conference Board 
in its report on State and Local Taxation of Property, 
Table 19, pp. 218-222, showed that twenty-one states 
had no penalty provisions. Alabama, Massachusetts 
and Tennessee merely charged costs and fees; else- 
where, the penalties ranged from 2% in Idaho and 
Wisconsin to 15% in Oklahoma, Oregon and Nevada. 
Ten of the states charged no interest on delinquent 
taxes. The rate of interest varied from 6% per annum 
in Kentucky to 3% per month in Nevada. 





5» Getman v. Niferopulis et al., Moyer v. Wilson et al., (1937) 276 
N. Y. 161. 


® United States Trust Co. v. New Mevzico, 183 U. S. 535. 
7 Sec. 173-1, O. C. New York City Administrative Code. 
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No uniform rate of interest can be suggested for 
the entire country because interest rates and other 
important economic factors vary. Jensen says: 
“The rates should be set with two principal considerations in 
mind. First, to hold the treasury reasonably undamaged from 
the delinquency, but not to derive revenue from a misfortune 
befalling its citizens-taxpayers; second, to provide an induce- 
ment adequate to stimulate taxpayers in funds or in credit to 
pay their taxes promptly rather than in effect, to borrow 
money from the treasury, by deferring the tax payment.” * 
Trial and error alone will, perhaps, lead to the best 
level. The excessive penalty in Nevada of a 15% flat 
penalty plus interest at the rate of 3% per month does 
not appear to be sound or fair to the taxpayers. It is 
true, however, that those municipalities which have 
a severe penalty at the beginning of delinquency and a 
low interest rate thereafter, are more successful in 
collecting than those which have a low penalty at the 
beginning and gradually increase it.® 

During the depression, numerous laws have been 
enacted throughout the United States, either reduc- 
ing or eliminating penalties or an actual reduction of 
the taxes due.’® Needless to say, as far as penalties are 
concerned, they should be at such a level that either in 
depression or prosperity, they should be effective. 


Tax Sales " 


The most commonly used method for the collection 
of delinquent real estate taxes is the tax sale. There 
is a great variation in the tax sale laws in effect in 
the United States. There are three principal classi 
fications of tax sales: 

1. First Classification of Tax Sales.—This is the sale 
of the tax sale certificate at public auction for the 
lowest rate of interest bid by the prospective pur- 
chaser of the certificate. This method is the newer 
type ** of tax sale law and is in general use throughout 
the United States. The auction varies from the usual 
type of auction sale in that the bidding is down in- 
stead of up. The successful bidder is entitled to re 
ceive annual interest on the tax sale certificate at the 
rate bid. The bidding starts at a maximum rate of, 
for example, 12% in New York City, and goes down 





8 Jens P. Jensen, ‘“‘The Tax Calendar and the Use of Installment 
Payments, Penalties and Discounts’’ in Law and Contemporar! 
Problems, Vol. 3, June, 1936, p. 358. 

®W. P. Capes, Executive Secretary, Conference of Mayors ani 
Other Municipal Officials of the State of New York, June 23, 19° 
in New York State Commission for the Revision of the Tax Laws 
Fourth Report (1934) pp. 55 ff. 

” Wade S. Smith, ‘‘Recent Legislative Indulgences to Delinquen! 
Taxpayers”’ in Law and Contemporary Problems, Vol. 3, June, 195! 
DP. 377i. 

1 A summary of the provisions of the New York City Adminis 
trative Code in regard to Tax Sales and foreclosure of same is 
set forth in the Appendix of this paper. 

2 In 1915, Massachusetts changed its tax sale law so that a tas 
sale would convey only a municipal lien. the title becoming abso- 
lute only after foreclosure of the right of redemption by a decree 
of the land court, a petition for which might not be brought until 
two years elapsed from the sale. Henry F. Long, ‘‘Enforcement 
of Real Estate Tax Liens in Massachusetts’ in Legal Notes on 
Local Government, Vol. V, No. 3, January, 1940, pp. 119-121, in- 
clusive. 
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to small percentages of 1% and even to zero or “flat” 
interest. It has been known that tax lien purchasers 
even paid a bonus for the tax lien and received no 
interest on their lien. This would occur where there 
is extreme competition for the particular lien. How- 
ever, lien purchasers are seldom so eager for a lien. 
The purchaser of the tax sale certificate receives a 
“transfer of tax lien certificate” which constitutes a 
lien against the real estate affected by the taxes and 
is a prior lien to all other liens including mortgages, 
judgment liens, etc., except later accruing taxes. If 
there are no bidders for a tax lien, the municipality 
purchases the same at the maximum rate of 
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general, this so-called “notice” is not seen by the 
interested persons. Examples of these statutes might 
be found in the State of Michigan and in many munici- 
palities in New York State including, for example, 
Poughkeepsie and Syracuse. 

3. Third Classification of Tax Sale.—This is the abso- 
lute sale of the real estate at public auction to the 
highest bidder. It is the older type of tax sale law. 
The highest bidder acquires immediate title to the 
property on the payment of the bid and delivery of 
the deed. There is a variation of this method in that 
sometimes instead of the entire property being sold 





interest (12% in New York City). The  — 
California and Idaho laws provide for auto- 
matic purchase of all delinquent tax liens 
by the state, These liens are subsequently 
sold by the state. After a certain period, 
usually two or three years, the lien pur- 
chaser can foreclose the tax sale certificate 
by legal process if same has not been 
redeemed in the interim. By foreclosure, 
he can acquire title to the property, or secure 
full payment of the tax lien, penalties and 
costs. There is usually a provision in the 
statutes allowing for an acceleration of the 





“« 
CMs of the accepted fundamentals 


for an efficient tax collection system are to be found among 
the many local tax provisions, but the fact that no one muni- 
cipality includes all of these features within its tax laws serves 
to illustrate the importance of the problem. A law should be 
enacted which will fairly and equally adjust the rights of the 
municipality, taxpayers, and the tax lien purchasers. Too 
much emphasis on any one of these factors may throw the law 
out of balance and thus render the law unworkable.” 








maturity period if interest on the tax sale 
certificate is not paid when due or subsequent taxes 
are allowed to remain unpaid. This permits the lien 
holder to foreclose the tax sale certificate prior to the 
two or three year period for the maturity of the lien. 
This provision explains why bidders at a tax sale will 
bid even 1/30 of 1% for a lien, because if interest is not 
paid on the tax sale certificate, the lien purchaser 
might foreclose the lien prior to the maturity date 
of the lien. If the bid were “flat” or zero percent, this 
option would not accrue to the lien purchaser (option 
to accelerate the maturity of the lien). Other locali- 
ties besides New York City having this type of tax 
sale law are Yonkers, New Rochelle, and White 
Plains, as well as the municipalities in New Jersey. 

2. Second Classification of Tax Sales——This is the 
sale of the tax sale certificate to the highest bidder, the 
interest rate remaining fixed. After a certain period 
elapses, if redemption of the lien by the owner or 
interested person is not effected, the lien purchaser 
can secure title to the property without foreclosure of 
the lien. The better statutes require notice of re- 
demption to be served personally on the owner and 
interested parties before the title is acquired by the 
lien purchaser or his assigns. However, many munici- 
palities permit the lien purchaser to acquire title to 
the property by merely advertising a notice of re- 
demption in a local newspaper. Needless to say, in 











for the delinquent taxes, there are bids for the smallest 
part of the real estate for the amount of the delin- 
quent taxes and penalties. 

Since there is no inherent right in the state to de- 
prive a taxpayer of his land or property, proceedings 
for the sale of property for the nonpayment of taxes 
must rest on a strictly legal basis, and it must appear 
that all of the essential steps have been taken to vest 
in the purchaser first a legal lien, and then later, title 
to the property. Thomas M. Cooley, in The Law of 
Taxation, vol. 3, page 2743, states: 

“There can be no valid tax sale unless there was a lawful 

tax, a lawful levy, and a legal assessment.” 
In general, the tax sale is an administrative act by 
the collector after the tax becomes delinquent. The 
power to sell must be expressly conferred on the of- 
ficial by law. In a few states, a tax sale becomes a 
judicial sale when it is made pursuant to a judgment 
or decree of court, as in the state of Illinois. 

It might be advisable to go into more detail, in a 
general way only, with regard to tax sale procedure: 

a. Period of Time between Delinquency and Sale.— 
There is an interval between the date of delinquency 
of the taxes and the sale date. This period varies 
from the extremely short period of twenty days in 
Kentucky, forty-five days in New Mexico, ten months 
in New Jersey, to the three year period in New York 
City. If no redemption period is allowed after the tax 
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sale date, it is necessary that the period between the 
delinquent date and the sale date be sufficiently long 
to afford the taxpayer a reasonable opportunity to 
protect his property. The average period between 
delinquency and sale is about one year. 

b. Advertisement of Tax Liens Prior to Sale-—Prior 
to the sale, the tax liens must be advertised either in 
local newspapers or pamphlets, etc., issued by the 
tax authority. The advertised notice sets out the time 
and place of sale, the tax liens to be sold, and the 
amounts of the liens. The advertising charges are 
added to the amount due on the parcels. The amount 
of the advertising charges varies between one and 
five dollars per parcel depending on the length of the 
property description, the frequency of publication, and 
the number of newspapers in which the list of tax 
sale properties is published. In a few states, personal 
notice of the sale, either by ordinary or registered 
mail, is required to be given to the taxpayer, whereas 
in others a notice posted on the courthouse door or 
other prominent place is sufficient. But the usual 
mode is the the advertised notice as above. 

c. Tax Sale.—The tax sale lien is usually sold to the 
most favorable bidder. The official who conducts the 
sale is frequently paid a fee of between twenty-five 
cents and one dollar per parcel. The great number of 
tax sales throughout the United States has provided 
an opportunity for the development of a specialized 
business of tax certificate financing. These financiers 
purchase such certificates as will in all probability 
be redeemed, holding them for the sake of earning a 
high rate.of interest or charges permitted by law. The 
great majority of lien purchasers have conducted their 
businesses in a legal and honorable manner. How- 
ever, a small minority have attempted to impose il- 
legal charges and take advantage of hard pressed 
property owners. The term “tax sharks” has thus 
arisen. Many tax lien purchasers operate on small 
capital and borrow the bulk of their funds from banks, 
using already acquired certificates as collateral. They 
pyramid their purchases and some of them do a very 
large. business operating in many states. 

In those cases in which there is no individual pur- 
chaser at the time of the tax sale, the certificate is 
usually acquired by the municipality. Purchase by 
the municipality is really not a purchase, but merely 
a bookkeeping entry whereby the tax sale certificate 
is transferred to the municipality. 

d. Redemption Period after Tax Sale.—After the tax 
sale, generally, there is a time allowed by law called 
the “redemption period” in which the owner or inter- 
ested person can pay off the amount paid at the tax 
sale by the lien purchaser plus penalties and costs 
thereon. The redemption period varies from one to 
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four years. For example, there is a one year redemp- 
tion period in Mechanicville, Salamanca and Jeffer- 
son County, New York, and a four year redemption 
period in Rockland County, New York. If the tax lien 
purchaser has paid subsequent taxes and other 
charges, the person seeking the redemption of the 
lien must usually pay these items together with any 
penalty or interest in connection therewith. In thirty- 
three states, the additional payment consists of an 
interest charge alone. 

e. -Iction Taken after Expiration of the Redemption 
Period.—The length of the redemption period after 
the tax sale is not as important as the action taken 
after the period expires. On this point, most munici- 
palities have weak laws. In some localities, the holder 
of the tax sale lien (similar to a mortgage foreclosure 
proceeding) must foreclose his lien after the redemp- 
tion period in order to acquire title to the property. 
This is true in Yonkers and New York City. In other 
localities, a six months notice to redeem must be 
personally served on the owner and interested per- 
sons before the tax lien holder can secure a deed 
to the property from the tax collector. This is the 
law in Binghamton, Lockport, Niagara Falls and 
Troy, New York, to mention a few localities. In some 
places, the six months notice might be advertised in 
a local newspaper, personal service being unneces 
sary. This is the case in Beacon, New York. Of 
course, it is true that the period of redemption as 
heretofore set out might be more or less than six 
months, depending on the law of the community in 
question. Generally, the cost of the service of the 
notice, either personally or by advertisement, is borne 
by the person redeeming. After the notice is given 
and the time expires, the lien holder can secure a 
deed to the property. The tax deed fee is usually 
fifty cents to two dollars per parcel. In New York 
State, outside of the cities and certain counties, the 
tax title to a property may be obtained in two years 
from the time the tax becomes collectible if it is un- 
occupied, or in three and one-half years if it is oc- 
cupied. Upon acquisition of title by the municipality, 
the delinquent tracts should be offered for outright 
sale. If there are no purchasers, then the government 
should use the property in the appropriate public 
use. This policy is frequently followed. 

As to the validity of the title obtained in all modes 
except by foreclosure of the tax lien, Chatters has 
this to say: 

“A tax deed issued at the expiration of the statutory redemp- 
tion period of a tax certificate with no judicial process in 


volved, is a poor instrument in the eyes of land title examiners 
and courts of law.” ® 





13 Carl N. Chatters, The Enforcement of Real Estate Tax Liens, 
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Foreclosure of Tax Sale Liens 


Tax titles would be greatly improved by enforcing 
the liens by foreclosure by court action similar to a 
mortgage foreclosure proceeding. This action is 
brought in court, and all parties having a lien or other 
interest in the property are made parties defendant. 
If anyone claims that there has been anything wrong 
which led up to the tax sale, etc., he must prove it. 

As heretofore indicated, the New York City Charter 
provides for this mode of procedure by a tax sale lien 
holder. Also, Article 7-a of the Tax Law of New 
York State, effective October 1, 1939, when adopted 
hy resolution in any taxing district provides for the 
alternative remedies of foreclosure by (1) an action 
similar to a mortgage foreclosure; (2) an action i 
rem. Any tax district can adopt (1) or (2), or both. 
Of course, the provisions of the charters of many 
municipalities in New York State already provide for 
the first method of foreclosure. 

1. Foreclosure by an Action in Personam, Similar to 
a Mortgage Foreclosure Proceeding.—One of the great 
objections to foreclosure of tax sale liens is the large 
cost involved therein. Foreclosure by an action in per- 
sonam in New York State generally, and in New York 
City, is governed by the provisions of the Civil Prac- 
tice Act and Rules of Civil Practice similar to a 
mortgage foreclosure proceeding.** The expense of 
the foreclosure proceeding in New York City, for 
example, is one of the highest in the United States. 
In those cases where the tax sale lien is held by the 
City of New York, the cost of foreclosure is around 
two hundred and fifty to three hundred dollars. This 
amount includes the sum of twenty-five dollars, ap- 
proximately, for filing fees, services of process, etc., 
about one hundred dollars for the referee to compute 
and to sell, and thirty dollars for the auctioneer and 
salesroom, and about one hundred dollars for adver- 
tising. The action is maintained by an Assistant Cor- 
poration Counsel on behalf of the City. This figure 
does not include attorney’s fees which in the case of 
a private lien holder might well be over two hundred 
and fifty dollars. Thus, it is extremely difficult for 
a property owner to pay off a tax sale lien once fore- 
closure has been started because of the large addi- 
tional amounts then due for expenses incurred and 
costs accrued. 


In those cases where the value of the property does 
not warrant foreclosure proceedings by the city, an 
alternative method is open and is frequently used. 
This method, hereafter set forth in the Appendix, 
provides that the City Treasurer and Corporation 
Counsel together can reduce the amount of the tax 


4 No distinction should be made between a mortgage foreclosure 
and a tax lien foreclosure. Edbro Realty Co. Inc. v. Clarey, et al. 
(1931), 141 Mise. 779. 
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sale lien by omitting all penalties and offer said lien 
at a public sale, after advertising, to the highest bid- 
der. The bidders bid for the liens by offering to pay 
a bonus to the city in excess of the amount of the 
lien being sold. The bidder offering the highest bonus 
secures the lien and is entitled to received 12% inter- 
est per annum thereon. If there is no bidder for the 
lien, the amount of same might be reduced still further 
in the same manner as above indicated. Naturally, this 
reduction in the amount of the lien results in a loss to 
the city. It goes without saying that the cost of 
foreclosure in New York City as well as in New York 
State, in general, should be cut down. This would 
be beneficial to taxpayers, the City and tax lien pur- 
chasers. Taxpayers would find it easier to pay off 
the lien even after foreclosure action had been insti- 
tuted. The City would find that the total cost of the 
property after foreclosure was considerably less. 
Finally, many liens would be sold at the tax sale to 
private investors who now refuse to purchase same 
because of the great expense involved in foreclosure. 
As a result, the City must take over the liens. The 
Westchester County Tax Act, Section 45, sets a limit 
of ten dollars for the referee to compute and ten dol- 
lars for the referee to sell in foreclosure, twenty dol- 
lars for costs and ten dollars for searchers. This law 
should be followed by New York City and State. The 
City does manage to save in foreclosure proceedings 
to a certain extent by combining numerous tax sale 
liens in one foreclosure action wherever such consoli- 
dation is permitted by law. 

The foreclosure procedure itself could be greatly 
simplified so that an action could be completed in a 
shorter period of time than it now takes. The pro- 
cedure is very complicated and cumbersome at pres- 
ent. The minimum time for a foreclosure action in 
New York is now about four months. Of course, the 
result obtained by foreclosure, namely, a valid trans- 
fer of title, is highly satisfactory and cannot be im- 
proved upon. 


2. Foreclosure by an Action in Rem as Illustrated by 
the New Law in New York State.-—Another objection 
to foreclosure proceeding is the difficulty and expense 
of serving process on unknown or nonresident own- 





ers and minors. This objection has been overcome by 
a statute passed in New York State on October 1, 
1939, which provided for foreclosure of a tax lien by 
an action in rem. This is Article 7-a of the Tax Laws 
of 1939, Chapter 692. This new procedure applies only 
to those taxing districts which elect to have such law. 
New York City has not adopted the law chiefly be- 
cause all liens held by the City must be included in 
the foreclosure when they are delinquent four years 
or more. Sometimes, this is not deemed advisable 
because certain taxpayers might wish to make ar- 
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rangements to pay off their liens after the procedure 
has been instituted. Or the City, for justifiable rea- 
sons, might desire to omit certain liens from the fore- 
closure. The law does not permit this. Thus, while 
the new law is excellent, it is too rigid in the above 
mentioned respect. The im rem procedure is simpler 
and much less expensive than the in personam fore- 
closure action. 

This procedure permits action against the prop- 
erty itself rather than against the owner or his heirs 
whose existence or whereabouts may be unknown and 
upon whom it is most difficult to serve notice or pro- 
cess. Under this new law, title to inactive subdivisions 
whose lots have been delinquent for four years or 
more can be cleared with a minimum of delay. It 
should be emphasized that this method is available 
only to municipalities and not private lien holders, and 
offers a low cost means of consolidating and clearing 
accumulated liens and the conversion of delinquent 
properties into assets. In the opinion of the writer, 
the procedure should be available to private tax sale 
lien holders as well as to municipalities. 

This action is commenced by filing with the County 
Clerk a list of the delinquent properties against which 
liens are held by the municipalities. Public notice of 
foreclosure is then given. In lieu of naming defend- 
ants, it is possible under a proceeding in rem to de- 
scribe them in the summons and other papers in the 
action. This is followed by judgment and eventual 
acquisition of title. 

“Due process of law” has been held to be complied 


with by the in rem proceeding whereby a party may ° 


be deprived of his property without personal service 
of process upon him or by voluntary appearance. It 
is sufficient if the res or property has been seized or 
attached, or if at least it is within the jurisdiction.” 


Foreclosure of Delinquent Taxes 
Without Prior Tax Sale 


The preceding division discussed the foreclosure of 
tax liens after said liens were sold in a tax sale. This 
section deals with the foreclosure of tax delinquent 
items which were not sold in a tax sale prior to the 
foreclosure. The foreclosure is by legal process simi- 
lar to a mortgage foreclosure action. The action is 
brought by the tax collector or other official of the 
city, as sheriff, corporation counsel, etc. If an official 
other than the tax collector brings the action, his 
authority for so doing is usually a warrant issued to 
him by the tax collector. 

The City of Rochester, New York, uses this method 
exclusively to enforce the collection of delinquent city 
and school taxes, whereas Monroe County, in which 


% There can be no constitutional objection to foreclosure by this 
method. Leigh v. Green (1904) 193 U.S. 79. 
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Rochester is situated, uses the tax sale procedure. 
Under the Rochester plan, there is no sale of the tax 
certificate. After any city tax has remained unpaid 
for a period of two years from the date on which it 
first became due, the City Treasurer delivers to the 
Corporation Counsel a transcript of such tax. The 
Corporation Counsel gives the property owner a 
thirty day notice of contemplated foreclosure action. 
Then foreclosure is instituted. Few actions are actually 
commenced. In 1933, there were forty-two such 
actions. 

The same procedure is frequently used in the state 
of Connecticut."* However, it should be emphasized 
that a real estate tax lien must be foreclosed within 
a period of fifteen years from the date of its continu- 
ance, as otherwise, it becomes invalid through expira- 
tion of time, loses its force as a lien, and the Tax 
Collector must, of necessity, look thereafter to the 
person in whose name the tax was originally levied. 
The expense of foreclosing delinquent taxes in Con 
necticut under this procedure is about sixty dollars. 
This is considerably less than the expense entailed in 


New York City. 


Civil Suit by the Public Authority 


This is simply a civil suit, an action in personam, 
against the delinquent taxpayer. It is similar to any 
other action where a debt is owed. The gist of this 
method of collection is that a taxing unit is permitted 
by statute to impose a personal liability on taxpayers 
for real property taxes. The personal action can be 
pursued to judgment and finally satisfaction of the 
judgment can be sought by proceedings under execu 
tion against personalty as well as realty of the judg- 
ment debtor. This method of collection might be ad- 
visable in certain cases where the taxpayer has ample 
personal property subject to execution. It also per- 
mits taxing officials to reach property of the tax 
payer both realty and personalty, and other than that 
for which the tax was levied. 


When the villages in New York State institute an 
action for unpaid taxes under section 126 of the Vil 
lage Law and obtain judgment, they usually docket 
the judgments in the County Clerk’s office, thus 
creating a lien against all real estate owned by the 
judgment debtor in the particular county. As this 
form of collection provides for judgment in personam, 
it follows that an action cannot be brought against 4 
non-resident. 

This procedure is additional to all other methods 
of collection allowed by statute. An assessment upon 





taxable land, when made against a resident owner, 


1% Section 9606, General Statutes of Connecticut. 
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creates not only a lien upon the land but a personal 
liability against the person assessed.’” 

In the City of New York personal liability cannot 
be enforced against the owner of real property for 
real estate taxes under the Greater New York 
Charter. There is no provision imposing such per- 
sonal liability upon an owner of real property nor any 
remedy provided for the collection of taxes assessed 
thereon other than by resort to the land.’* 

In Connecticut, “All taxes properly assessed shall 
become a debt due from the person or persons, or cor- 
poration against whom they are respectively assessed 
to the town...” ?® Thus a Connecticut collector can 
bring a civil suit for the recovery of real estate taxes. 

This method of collection is used very frequently in 
the State of Maine. In order that a judgment on such 
a suit might have priority to a mortgagee’s lien against 
the premises, the mortgagee is made a party to the 
action upon the motion of the plaintiff. When such 
motion is made, the court issues an order for service 
of process on the mortgagee. If a mortgagee did not 
voluntarily enter his appearance in the case, the plain- 
tiff would obtain an order for service on him, and then 
he would be served by a deputy sheriff, all of which 
would involve costs to an amount of approximately 


six to ten dollars. A judgment must first be obtained 
and then a sheriff’s sale is held. For a period extend- 


ing one year after the sheriff’s sale, the property can 
he redeemed. 

As to whether or not personal liability for real 
estate taxes is desirable or not, a Committee *° of the 
\merican Bar Association had this to say: “The 
Committee last year was somewhat divided upon the 
question as to the desirability of imposing personal 
liability upon the owners of property for the taxes 
thereon. Probably the majority favored such liability 
to the extent legally possible; but all recognized that 
the constitutional power to impose such liability upon 
non-residents was extremely doubtful.” 

“Several members opposed personal liability for 
taxes on real property as a matter of policy, on the 
ground that it would lead to considerable hardship 
and was unnecessary if the taxing district was diligent 
in enforcing its rights. This argument has persuaded 
i larger number, and possibly a majority, of the pres- 
ent Committee. Even those of us who still favor per- 
sonal liability for taxes in general are constrained to 
admit that it is not so necessary in the case of taxes 
on real property as it is for personal property and 


* Incorporated Village of Lynbrook v. Otto (1935) 242 A. D. 706, 
73 N. Y. S. 409, affirmed 266 N. Y. 308. 

8 MacGregor v. Johnson Cowdin-Emmerich, Inc. (1930) 37 Fed. 
2nd 574. 

Section 1231, General Statutes of Connecticut—Collection of 
Taxes by Suit. 

* In Report of the Committee on the Improvement of Legal Pro- 
cedure for Assessment, Levy and Collection of Municipal Taxes on 
Real Property, July 10, 1939, p. 13. 

' Dewey v. DesMoines (1899) 173 U. S. 193,—footnote writer. 
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other taxes. Accordingly, the Committee is not in a 
position to make any very definite recommendation 
with respect to this matter.” 


Tax Receivership Action 


The fifth method used for the collection of delin- 
quent taxes is a tax receivership proceeding. The 
principal users of this method are the municipalities 
in New Jersey.?? It is also used in Illinois ?* and 
Ohio.** 

Unlike the more common provisions for tax collec- 
tion, the tax receivership is directed at the income 
from the property. It permits some public officer to 
take over the property taxed, to manage it and collect 
and apply the income to the tax, penalties, etc. and 
costs of the receivership until the obligation is satis- 
fied. 

The New Jersey law requires a six months tax de- 
linquency before a receiver can be applied for. Also 
in New Jersey, farm property or other real estate 
occupied by the owner and from which he derives no 
income is exempt. Of course, if the property is vacant, 
a receiver might be applied for. The bill or petition is 
filed in the Court of Chancery on five days notice to 
the owner by the collector. The approval of the gov- 
erning body of the municipality is required. In New 
Jersey, the first mortgagee can act as the receiver’s 
agent. 


Illinois began the real history of tax receivership 
legislation in 1933 when the legislature passed the 
emergency Skarda Act in an effort to meet a serious 
situation. Tax collections were approximately two 
years behind in Cook County, the various municipali- 
ties were many months behind in the payment of 
salaries of school teachers, police, firemen, and other 
public servants, and local government generally was 
on the verge of collapse for lack of revenue. This was 
all due to a “tax strike” of Chicago realty owners. 

The procedure which is followed under the Skarda 
Act is very simple. The attorney for the county treas- 
urer prepares a petition which gives a description of 
the property, a statement on the status of the delin- 
quent taxes on the property, and the name of the 
owner. It states that the taxes have been delinquent 
for six months, at least, and that the county collector 
“has exercised due diligence to collect said taxes, and 
that he verily believes the collection of said taxes can 
be made through a receivership of the rentals, issues 
and income of said real property.” 

The petition is filed by the office of the State’s At- 
torney in the County Court. The County Judge de- 
cides whether or not to make the County Treasurer 





*2 New Jersey Statute Serv., (1934) Sec. 208-444a. 

*% Tllinois Revised Statutes (Smith-Hurd, 1929) Chap. 120, Sec. 240. 

** General Code Ohio (Baldwin’s Supp., 1934) Secs. 5703, 5703-1. 
3703-2, 115 Ohio Laws (1934) Part 2, House Bill 28. 
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receiver for the property. At the hearing before the 
Judge, if the owner can offer a substantial sum in 
payment of taxes due, the petition will be dismissed. 
If the receivership is granted, the County Treasurer 
then designates someone to manage the property, and 
it is administered in the same way as in a mortgage 
foreclosure proceeding. The attorney for the County 
Treasurer gives the legal advice required in the ad- 
ministration of the receivership. 


Russell S. Bernhard ** has this to say about the 
experience of Chicago with tax receiverships: 

“In the case of a considerable number of properties—in the 
main, smaller properties or properties with moderate incomes 
—receivers have been appointed and have operated the proper- 
ties. But on these, the annual payments for agents’ and aud- 
itors’ fees have averaged 37% of the amounts paid on delinquent 
taxes—surely an exorbitant collection charge.” 


The same situation occurred for the larger buildings. 


It is obvious that tax receivership applies only to 
a limited number of properties. However, this method 
stimulates tax payments by taxpayers, able but un- 
willing, to pay their taxes. The threat of its use, alone, 
is a great incentive to payment. It is rather success- 
ful. It avoids the notoriety and possible stigma of a 
tax sale and the greater costs and penalties incident 
to a tax sale and foreclosure thereafter. It could be 
greatly improved by providing for the Tax Collector 
to act as receiver. This would greatly eliminate the 
large costs incident to the receivership. 


Recommended Improved Methods 

Most of the accepted fundamentals for an efficient 
tax collection system are to be found among the many 
local tax provisions, but the fact that no one munici- 
pality includes all of these features within its tax 
laws serves to illustrate the importance of the prob- 
lem. A law should be enacted which will fairly and 
equally adjust the rights of the municipality, tax- 
payers, and the tax lien purchasers. Too much em- 
phasis on any one of these factors may throw the 
law out of balance and thus render the law unworkable. 

The writer believes that the following should be 
included in an effective tax law: 7° 

1. The tax law including assessment and collection should 
be uniform throughout any state. The hodge podge situation 
existing in New York State with no uniformity in its various 
governmental units is ridiculous and unsound. To illustrate, 
the writer had occasion recently to send a questionnaire to 


some of the Tax Collectors in New York State asking for 
their opinion as to the operation of a certain aspect of the Tax 





% Russell S. Bernhard, ‘‘Tax Receivership: Five Years Experience 
in Chicago”’ in the Journal of Land and Public Utility Economics, 
Vol. 14-1938, p. 312. 

2? A Model Real Property Tax Collection Law in Supplement to 
the National Municipal Review, May, 1935, Vol, 24, No. 5. 

Report of the Committee on the Improvement of Legal Pro- 
cedure for Assessment, Levy and Collection of Municipal Taxes 
on Real Property, of the Section of Municipal Law of the American 
Bar Association, dated July 10, 1939. 

Prof. Paul Studenski, ‘‘The Problem of Tax Delinquency’ A 
Nation-wide Survey of Informed Opinion on Property-Tax Arrears, 
Their Causes, and Possible Cures, in The Tax Magazine, July, 1936. 
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Law in their community. Many of the Tax Collectors replied 
that they were uncertain as to the operation of their law, and 
at least two collectors asked the advice of the writer as to 
what the law meant. 

(a) Administration of an effective law would be simplified 
and improved by a single uniform law. 

(b) Costs of collection would be reduced by diminishing or 
climinating duplication in the collection procedure. 

(c) For example, there should be one central collecting 
agency. That is, instead of a separate village, school and town 
collector collecting taxes affecting the same property, there 
should be but one collecting official. This would also make it 
easy for anyone to find out the tax position of any parcel of 
land, for instead of securing the information from two or more 
collectors, it could be obtained at one central point. 

2. If there is not one collecting official, in those cases when 
different governmental units, such as village, town, county, 
school district, water district, assessment district, have tax 
liens against a property and they become delinquent, only one 
tax sale should be held against the property, rather than one 
by each governmental unit. Consolidation of liens would 
eliminate costs and confusion. 

3. Tax sales should be held in the same year for which taxes 
are levied and in which the taxes become delinquent. A 
mandatory tax sale law is necessary. In New York City, the 
law states that taxes and assessments must be delinquent 
three years, and water rates delinquent four years, before a 
tax sale can be held. In practice, an even longer period elapses 
than set out in the law. Thus, when a sale occurs, large sums 
are due, making it difficult for the taxpayer to pay up the tax 
liens, more difficult for the city to collect, and unattractive to 
lien purchasers. 

4. Competition at tax sales should be by bidding down thx 
rate of interest on certificates offered. This is the procedure 
in New York City, in New Jersey, and in general use through 
out the United States. 

5. There should be a law requiring the foreclosure of tax 
liens two years after the date of the tax sale. This would 
make for good titles, something which does not generally 
occur, because foreclosures are often delayed and sometimes 
not held at all. 

6. Foreclosure expenses should be reduced and the pro 
cedure should be simplified especially in New York State. 
The Massachusetts foreclosure procedure in the Land Court 
is simple and inexpensive, and some such procedure should 
be adopted. The Westchester County law limiting expenses 
in foreclosure should be followed. 

7. The im rem foreclosure procedure should be widely 
adopted and made available to private lien holders as well 
as to municipalities. 

8. In justice to the taxpayers, penalties should be no higher 
than to discourage delinquency and redemption should not be 
unduly difficult. There is no gain for the municipality when 
the property reverts to the government as then the property) 
will not produce tax revenue. As to the relative merits of a 
flat rate penalty in comparison with an interest charge, it has 
been found that the latter is more satisfactory. With an 
interest charge, the penalty increases with delinquency, and 
there is an incentive to take advantage of the redemption 
process as quickly as possible. Under the flat rate plan, ther« 
is some incentive to delay redemption since the mere fact of 
delinquency has caused the penalty, and this does not increas¢ 
as the time of the delinquency is extended. Perhaps a com- 
bination of penalty and interest is best. There should be an 
initial penalty of from 5% to 10% of the total taxes due, plus 
interest at the rate of 6% per annum. 

9. All administrative acts relating to tax procedure should 
be mandatory. In other words, when the taxes become de- 
linquent, the tax liens should be sold and there should be a 
penalty on the tax official if he fails to hold the tax sale. 
Politics and inefficiency enter otherwise. The state tax law ot 
New Jersey provides for annual sales for delinquent taxes by 
the various communities, but many do not adhere to the law. 


(Continued on page 581) 








F 


du: 
thi 
af 
rec 
ert 
th 
ta 
th 


d 
d 


d 


Final Disposition of Delinquent Tax Lands 


Michigan Tries a Salvage Sale 


By ROBERT S. FORD** 


HE STATE of Michigan has adopted an unusual 
device for dealing with the unprecedented 
volume of tax delinquency which accumulated 
during the depression of the nineteen-thirties. By 
this device, which is designated as the “salvage sale,” 
a final opportunity is extended to property owners to 
redeem or re-acquire prop- 
erty which has reverted to 
the state for non-payment of 
taxes. The significance of 
this sale, held for the first 
time in February, 1940, is 
indicated by the fact that 
521,000 parcels and descrip- 
tions of tax-delinquent prop- 
erty were deeded to the state 
in or about November, 1939 
that is, eighteen months 
after the tax sale of 1938— 
and thereby became eligible 
for salvage sale this year. As 
a result of the salvage sale, 
which has not yet been com- 
pleted in Wayne and Oakland 
counties; almost ninety thou- 
sand parcels of property have 
been returned to local assess- 
ment rolls where they will 
again become a source of lo- 
cal tax revenue. Most of the 
cash proceeds of the sale, 
amounting to almost three 
million dollars, will be divided 
among the local units of gov- 
ernment according to their 
tax equity. Prior to the 
adoption of the salvage sale law in 1937 the leg- 
islature devoted considerable attention to the prob- 
lem of tax delinquency, and a number of measures 
were enacted to provide relief for distressed prop- 
Penalties and interest on taxes for 
certain years were cancelled. A ten-year installment 


erty owners. 





* Address delivered before the Municipal Finance Officers Associa- 
tion of the United States and Canada, Detroit, Michigan, June 19, 
1940. 

** Director of the Bureau of Government and Associate Professor 
of Economics, University of Michigan. 
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payment plan was adopted for taxes that were delin- 
quent for 1932 and prior years; this was later amended 
to apply to 1935 and prior years. The annual tax sale 
was postponed in 1933 and it was not held again until 
1938. The various forms of relief granted by the 
legislature, which were intended to encourage tax pay- 
ments, seemed to stimulate 
tax delinquency because of 
the widespread belief that the 
legislature would eventually 
adopt a policy of outright 
cancellation of unpaid taxes. 
Although there had been con- 
siderable agitation for can- 
cellation, it subsided following 
the invalidation of a Minne- 
sota law in 1935 authorizing 
partial cancellation of de- 
linquent taxes. With such 
legislation being declared un- 
constitutional in Minnesota 
it seemed quite likely that 
any similar legislation in 
Michigan would be invali- 
dated by the Supreme Court. 

With the accumulation of 
unpaid taxes during the de- 
pression years it became evi- 
dent that a large amount of 
property would revert to the 
state with the reinstatement 
of the customary reversionary 
procedure—that is, (1) the 
tax sale and (2) deeding to 
the state, after the expiration 
of the redemption period, of 
property that had been “bid-off” by the state at the tax 
sale. It was also evident that the problem of tax delin- 
quency was particularly acute in the metropolitan area, 
which includes Wayne, Oakland and Macomb counties, 
where there had been a great real estate boom in the 
nineteen-twenties. At the tax sales in 1931 and 1932, 
more than two-thirds of the parcels that were “bid-off”’ 
in the name of the state were located in these three 
counties. For these reasons attention was directed 
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toward the devising of some legislative arrangement, 
not in conflict with the state constitution, that would 
meet the situation in the southern part of the state. 


Characteristics and Nature of the Salvage Sale 

Authorization for the salvage sale was contained in 
Act 155 of 1937, as amended in 1939. A new Board— 
the State Land Office Board—was created to ad- 
minister the sale of state lands in the thirty-six counties 
south of Town Line 12, which approximates the so- 
called Bay City-Muskegon line. Special arrangements, 
as will be explained later, were made for the sale of 
those lands lying north of TL. 12, and this area was 
to remain under the jurisdiction of the Conservation 
Department. 


Purpose of Sale 

‘The purpose of the salvage sale is to enable prop- 
erty owners to recover or reacquire property on which 
there has been a large accumulation of back-taxes, 
rather than to allow such property to pass over into 
state ownership. It was resorted to upon the theory 
that the large accumulation of tax delinquency since 
1930 was an abnormal development; that a large 
amount of this delinquency had arisen due to factors 
beyond the control of taxpayers; that such delin- 
quency represented inability rather than unwilling- 
ness to pay; and that much of the tax delinquent land, 
which would ordinarily revert to the state following 
the restoration of the tax sale procedure, should re- 
main in private ownership. 


Salvage Sale and Tax Sale 


The salvage sale is a supplement to, and not a sub- 
stitute for, the tax sale. Both of these sales are 
closely related to the problem of tax delinquency, but 
the tax sale is the first step in divesting a person of 
his property for non-payment of taxes, whereas the 
salvage sale is a final attempt to restore the property 
tG private ownership after it has reverted to the state. 

The chief differences between these two sales should 
be clearly understood at the outset. At the tax sale, 
taxes, or rather tax liens, are sold: whereas at the 
salvage sale the land itself is sold. The taxpayer 
owns the property subject to tax sale, but the state 
owns the property subject to salvage sale. Under the 
tax sale the price is fixed, and bidding centers around 
the smallest undivided interest in the land which will 
be accepted by the purchaser of the tax certificate: 
under the salvage sale the entire interest in the prop- 
erty will be sold to the highest bidder. 

The owner of the property is not permitted to bid 
at the tax sale. Speaking generally, anyone may bid 
for land at the salvage sale including the owner of the 
property at the time of the last tax sale. The dif- 
ference between the tax and salvage sales in this 





Tax Magazine September, 1940 
respect arises out of the fact that title to the property 
has passed to the state by the time of the salvage sale. 
When the property passes into state ownership, the 
state is free to do with the property whatever it 
pleases, and the rights or disabilities of the original 
owner of the property are only those which the state 
sees fit to grant to, or impose upon, him. Any munici- 
pality having a tax lien on property at the time the 
title reverts to the state may also bid at the salvage 
sale, but this will be discussed in a later section. 


Land Subject to Salvage Sale 


All lands that were bid-otf to the state at the 193s 
and 1939 tax sales reverted to the state at the end of 
eighteen months, that is, in November 1939 and 1940. 
The salvage sale of 1940 involved lands that were 
deeded to the state in November 1939, and the salvage 
sale of 1941 will apply to such deedings in November 
1940 plus the lands that were withheld from the 1940 
salvage sale. Inasmuch as the new legislation does 
not expire until 1944, salvage sales will also be held 
in 1942, 1943, and 1944. 

All lands, title to which reverts to the state by 
virtue of any tax sale after July 3, 1937, will be subject 
to the salvage sale with but two exceptions. The first 
exception arises from a provision of the law permitting 
any municipality—that is, any county, city, village, 
township, or school district—to apply to the State 
Land Office Board to have state lands within its juris 
diction withheld from the salvage sale for one year. 

The second exception relates to certain lands ad 
ministered by the Conservation Department. Although 
all southern tax-reverted lands—that is, south of Town 
Line 12—will be sold at the salvage sale, northern 
lands will not be sold unless the owner shall have 
made application for such sale within thirty days 
after the vesting of title in the state. Where such 
application is made the lands are to be sold at public 
auction at a price not less than 25 per cent of the last 
assessed valuation of the property. This minimun 
sales price also applies to land sold by the State Land 
Office Board, except that it is 25 per cent of the 
assessed valuation “for the vear preceding the vesting 
of title in the State.” 

In order to understand the difference in treatment 
of northern and southern lands it is necessary to 
examine briefly the legislative history of the salvage 
sale. As the law was first passed in 1937 no northern 
lands were to be subject to the sale. This provisio: 
was in the law chiefly because the Conservation De 
partment contended that most of the land in northern 
counties was cut-over, submarginal land, and was best 
suited for conservation projects. At the 1939 session 
of the legislature an effort was made to place all 
lands under the jurisdiction of the State Land Office 
‘Board mainly because there was a feeling that the 
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people in northern counties should have the privilege 
of reacquiring their land at the same terms that were 
being extended to people in the southern counties. 
Apparently, this effort was opposed for at least two 
reasons. First, the contention of the Conservation 
Department was advanced that the lands were sub- 
marginal; second, it was claimed that timber lands 
would be purchased at the sale, held until the timber 
was cut, and then allowed to become delinquent again. 
The present act was presumably intended as a com- 
promise between these conflicting opinions, and it 
provides that no land in northern counties shall be 
sold at the salvage sale unless the owner of the land 
at time of tax sale makes application to have it sold. 
This provision makes it possible for the owners of 
land in all parts of the state to purchase their land 
by the salvage sale process, and yet it does not throw 
all tax reverted lands in northern counties on the 
auction block unless the owners so petition. 


Sales Price 


The minimum price of any land sold at the salvage 
sale shall not be less than 25 per cent of the assessed 
valuation of such land for the year preceding the 
vesting of title in the state. Although some criticism 
may be directed at the use of a mechanical rule of this 
sort for setting the minimum price, there are several 
considerations that may be suggested in support of 
such a method. In the first place, the sale is a public 
sale to the highest bidder. Second, a fresh start is 
made possible for the property owner who has accumu- 
lated during the depression a burden of taxes, interest, 
and penalties that may even exceed the assessed or 
actual value of the property. Third, from a legal 
standpoint, such a procedure is not objectionable under 
the uniformity clause of the state constitution, although 
outright cancellation of the taxes would be. The 
courts in several cases have upheld the right of the 
state to sell property deeded to it by virtue of a tax 
sale where a reasonable minimum price is provided. 
After the salvage sale the procedure for determining 
the minimum price will revert to an appraisal basis. 
This is similar to the present procedure followed by 
the Conservation Department, under which the Direc- 
tor of Conservation makes an appraisal preceding the 
sale of state lands at public auction and no sale may 
he made below the minimum appraisal. Section 8 of 
\ct 155 provides for an appraisal of all lands that are 
not sold at the salvage sale and no public sale of such 
lands may be made for “less than the appraised valua- 
tion to be fixed by the Board from time to time.” 
After the salvage sale, therefore, the policy as to the 
minimum price at public sale is harmonized with the 
present policy of the Conservation Department. 
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Land Sold at Salvage Sale 


It has been mentioned that the owner of the prop- 
erty is the chief subject of the relief and protection 
afforded by the salvage sale legislation. This is an 
auction sale and open to anyone who wishes to bid; 
but if the land is sold to a person who was not the 
owner of the property at the time of the tax sale, the 
owner of any interest in the land has the right, for a 
period of thirty days after the sale, to meet the highest 
bid. This provision has been criticized on the grounds 
that the preferential rights granted to former owners 
destroy the competitive aspects of the sale. Former 
owners are not only permitted to meet the highest 
bid, but they may pay on a ten year installment basis 
if they wish, while other bidders must pay in cash. 
It should be remembered, however, that one purpose 
of the act was to protect former owners of the prop- 
erty, and although the preferential rights may restrict 
competition, they will likewise tend to eliminate the 
real estate speculator at the sale. 


In the case of mortgaged property offered for sale, 
the mortgagor or mortgagee may meet the highest 
bid. Where several owners of interest in the prop- 
erty wish to redeem, priority will be given to the one 
having the largest financial investment in the prop- 
erty ; this provision has been criticized on the grounds 
that it should be in order of priority of lien. 


Rights of Municipalities 


If a former owner of the property does not meet 
the highest bid within the thirty-day period, a munici- 
pality may do so within the next fifteen days provided 
that municipal taxes were unpaid at the time the land 
reverted to the state and that the land is to be dedicated 
to a public use. In other words, a total period of 
forty-five days must elapse before the highest bidder, 
who was not a former owner at the time of tax sale, 
may obtain title to the land. Municipalities north of 
TL 12 apparently do not have this right to meet the 
highest bid and to claim the land. 

It should also be mentioned that any municipality 
having a tax lien on property at the time the title 
reverts to the state may bid at the salvage sale. This 
may be done, however, only if the municipality in- 
tends to use the property for some public purpose; it 
may not purchase property at the salvage sale for 
resale. If property purchased by a municipality at 
the salvage sale is dedicated to a public use for less 
than ten years, such property will revert to the state 
when its public use is discontinued. Where a munici- 
pality is the highest bidder for property it is required 
to pay only the expenses of sale plus the proportionate 
part of taxes and assessments of other units which 
were cancelled when the land reverted to the state; 
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this proportionate part is determined by computing 
the ratio between the amount of the bid and the 
amount of cancelled taxes. 


Rights of the Highest Bidder 


The highest bidder at the salvage sale receives title 
to the property if the bid is not met by the owner or 
by a municipality as shown above; this must be done 
within a period of forty-five days. The highest bidder 
for lands north of TL 12, if he was a former owner of 
the property, receives a title “without exceptions or 
reservations”; if he was not a former owner, the title 
reserves coal, oil, gas, and other mineral rights in the 
land to the state. This conforms to the present prac- 
tice of reserving mineral rights in all state lands that are 
sold at public auction by the Conservation Department. 

The highest bidder for southern lands, whether or 
not he was a former owner, receives a title free and 
clear of all liens and encumbrances, except for certain 
rights owned by public utilities whose tangible per- 
sonal property passes over or through the land sold 
and is assessed separately from the real estate. 


Unsold Lands 


Lands will be offered at no more than one of the 
five salvage sales authorized under the present law. 
If they are not sold when offered at the first sale, the 
lands are not to be offered at any subsequent salvage 
sale, but must be appraised and offered for sale at 
public auction at a price not less than the minimum 
appraisal. It might be noted here that the State Land 
Office Board has recently completed its appraisal of 
lands in seven counties that were not sold at the first 
salvage sale and it is anticipated that these lands will 
be offered at public auction in July of this year. 

The Land Board may transfer to any municipality 

any of such lands that were not sold, if the municipal 
taxes were unpaid and give a quitclaim deed therefor 
without any payment by the municipality. However, 
the property must be used by the municipality for a 
public purpose. The State Auditor General, in a 
special statement to the newspapers on June 2, 1940, 
said that many municipalities are taking advantage of 
this opportunity and are acquiring sites for parks, 
playgrounds, recreational and athletic fields, and 
numerous other purposes which should prove to the 
advantage of the general public. 
“All that is necessary for these units to do is to adopt a reso- 
lution asking the Land Board to turn these properties over 
to them for public use and send our Board a certified copy of 
the resolution. Our supervisors then investigate the request 
and survey the property to ascertain if it is desirable for the 
use outlined in the resolution. If our investigation results in 
a favorable report we then quit-claim to the municipality with 
the reservation that the property must be used for the pur- 
poses outlined for at least ten years.” 
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Continuing, the Auditor General stated that 
“recently we presented a deed to the village of Fraser in 
Macomb county for approximately 25 acres which affords one 
of the finest opportunities for park and playground develop- 
ment that would be possible to secure any place. We have 
also approved turning over more than 900 acres for a refor- 
estation project which is not suitable for any other purpose. 
Numerous other requests are being granted constantly.” 

When requests come from two or more municipali- 
ties they are to be given priority according to the 
amount of their respective tax interests at the time 
the property reverted to the state and the municipality 
with the largest tax equity will presumably get the 
land. The Board is also authorized to provide for the 
use of any unsold lands by the state or by any political 
subdivision thereof as the interests of the state may 
require. Any lands not otherwise disposed of are to 
be transferred to the Conservation Department within 
thirty days after the expiration of the salvage sale act 
in May, 1944. When transferred to the Conservation 
Department, all lands may be either appraised and 
sold or reserved for use in state forests, parks, and 
game refuges. 


Future Salvage Sales 


Although most of the provisions of the salvage sale 
act become inoperative after May 1, 1944, the law 
provides for use of the salvage sale process by the 
Conservation Department following future tax sales. 
This will be accomplished by a continuation of the 
present section of the law which provides that within 
thirty days after the title to any land passes to the 
state by virtue of any tax sale, the owner of such land 
at the time of the tax sale may make application to 
the Conservation Department for the sale of land at 
public auction at a price not less than 25 per cent of 
the last assessed valuation. The administration of all 
tax-reverted lands in both the northern and southern 
parts of the state will pass to the Conservation Depart- 
ment after 1944. 


Results of the 1940 Sale 


It has been mentioned that the sale has been com 
pleted in all of the southern counties except Wayne 
and Oakland. 


tion Department has not yet acted on any applica 


In the northern counties the Conserva- 


tions from former owners to offer their property at 
salvage sale, and it is authorized in the law to set the 
date of sale on thirty days notice by publication. On 
June 15, the Conservation Department announced that 
the salvage sale on special applications would start 
on July 15; about two hundred and twenty-five thousand 
descriptions of the more than two million acres of 
land that reverted to the state following the 1938 tax 
sale will be offered—this includes about fifteen hundred 
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platted lots. It will be recalled that in the case of the 
northern counties no property will be sold at salvage 
unless the owner shall have made application for such 
sale within thirty days after the vesting of title in 
the state. 


ALTHOUGH it is not possible to evaluate fully the 
A results of the sale at this time, some preliminary 
observations can be made on the basis of certain 
statistical data which were released recently by the 
State Land Office Board. It has been mentioned 
already that in the 36 southern counties approximately 
521,000 descriptions and parcels, which were bid-off 
hy the state at the 1938 tax sale, were deeded to the 
state in or about November, 1939. Of this number 
approximately 234,000, or about 45 per cent, were 
offered at the salvage sale. The balance, or 55 per 
cent, was withheld from salvage sale upon applica- 
tion of the municipalities to the State Land Office 
Board to withhold state lands in their jurisdiction 
for one year. 

Of the 234,000 descriptions that were offered for 
sale 174,192 were in Wayne, Oakland, and Macomb 
counties; in addition, 4 other urban counties—Kent, 
Muskegon, Washtenaw, and St. Clair—accounted for 
30,282; so that 7 counties accounted for almost 205,000, 
or 87 per cent of the total. 

Although 234,000 were offered for sale only 89,664, 
or about one-third, were sold. Of the total number 
sold, 77 per cent were reacquired by former owners— 
4,524 were sold to former owners on a cash basis for 
$314,000, and 64,629 were sold on an installment basis 
for $3,611,000; these represented 66 per cent of total 
sales in terms of dollars. Twenty-three per cent of 
the total number of sales were made to new owners 
which represented 34 per cent of total sales in terms 
of dollars. 

Another significant point to note is that after the 
sale there were 8,471 former owners who took ad- 
vantage of the privilege of meeting the highest bid. 
This reduces the number of sales to individuals who 
were not former owners from 20,511 to 12,040. In 
other words, of the actual sales of 89,664 parcels, 
former owners reacquired 77,624 parcels, or almost 
87 per cent. 

These facts indicate that very satisfactory results 

are being achieved through the salvage sale. Although 
it is too early to draw any positive conclusions fairly 
definite trends are apparent, the most significant of 
which are as follows: 
1. 55 per cent of the parcels deeded to the state were with- 
held from the sale. Although these must be offered at the 
salvage sale next year, the municipalities presumably have the 
privilege in the meantime of acquiring any of these properties 
Which they wish to place to a public use. 

2. Only about one-third of the parcels offered were sold. 


Evidently the remaining two-thirds were not worth a mini- 
mum price of one-fourth of their assessed valuation preceding 
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the vesting of title in the state, and a good part of these will 
probably be placed to some public use. It is too early to pass 
judgment on this, however, as the State Board must now 
make an appraisal of these properties and offer them at public 
auction in an effort to restore as much as possible to the tax 
rolls. This appraisal has now been completed in seven counties 
and the public auction on these properties will begin about 
July 15. 

3. The salvage sale was designed primarily to deal with the 
situation in the urban counties where the results of the pre- 
depression real estate boom were most severe. The figures 
released by the State Board show that 87 per cent of the sales 
occurred in seven urban counties. 

4. Of the 90,000 parcels that were sold, 77 per cent were 
reacquired by former owners at the sale. After the sale there 
were more than 8,000 applications by former owners to match 
the highest bid offered at the sale, which raises the figure 
for parcels reacquired by former owners from 77 per cent to 
87 per cent. Evidently the facts do not bear out the belief, 
often expressed before the sale was held, that real estate oper- 
ators would acquire title to many properties at “knock-down” 
prices. 

5. The properties reacquired by former owners, including 
applications to match bids after the sale, accounted for ap- 
proximately 80 per cent of total sales. Thus, the property 
reacquired by former owners represented the bulk of the total 
sales from both standpoints of number of parcels purchased 
and of the sales price of such parcels. 

6. Total sales amounted to almost six million dollars, most 
of which will become available to local units. This includes 
the total price of parcels sold on an instalment basis so that 
all of it will not become available for distribution immediately. 
However, almost three million dollars in cash was obtained 
at the sale and this will now be distributed among govern- 
mental units according to their tax equities. 

7. Information is available only for the townships in Wayne 
County as to the assessed valuation of property sold. Accord- 
ing to the State Land Office Board total sales in that county 
amounted to slightly more than 25 per cent of the assessed 
valuation. The law made provision for a minimum price of 
not less than 25 per cent of the last assessment preceding the 
vesting of title in the state and apparently this minimum has 
prevailed in most cases. This does not necessarily prove, as 
some have contended, that former owners reacquired their 
property at a “knock-down” figure. According to data ob- 
tained by the Bureau of Government from the Wayne County 
Treasurer the accumulated charges for taxes, special assess- 
ments, interests and penalties were far in excess of the assessed 
valuation on many parcels. For example, there was one parcel 
in Wayne County with an assessed valuation of $90 that had 
accumulated charges of $7750 against it; another assessed at 
$380 was subject to charges of $4627; one assessed at $410 
had charges of $5342; a $500 parcel had accumulated charges 
of $2909. Innumerable illustrations of this sort could be 
offered. In the $90 illustration the former owner could ac- 
quire clear title to his property at the salvage sale by payment 
of $22.50, instead of $7750. If the state held out for $7750, 
obviously it would receive nothing in back taxes and the land 
would pass over to state ownership. By putting it through 
the salvage sale wringer, however, something is realized on 
the taxes due, the property goes back to the tax roll and it 
provides a source of future revenue for the local unit. Mul- 
tiply this illustration by thousands of others and the ad- 
vantages of the salvage sale can be seen. 


Conclusion 


In attempting this brief evaluation it should be 
remembered that the sale was not expected to remedy 
the causes of tax delinquency, but rather to provide 
relief to taxpayers and the local units from the delin- 


(Continued on page 582) 






















































































































































































































































STATE TAX COMMISSIONS— 


Their History and Reports’ 


KENTUCKY 
Special Tax Commissions 


In 1902 a commission was appointed to examine 
and report as to needed changes and amendments to 
the revenue law. Its duties were to consider the 
extent and character of the taxable wealth of the state 
and the relative share of the burden of taxation borne 
by each class or kind of property, and to consider the 
methods of assessing and collecting revenues of the 
state. It was also to compare the systems in use in 
other states. This commission consisted of five senators 
with J. W. Cammack as chairman. (1902 Senate 
Resolution, p. 142; adopted, March 15, 1902.) 


Report: Senate Committee Report on Taxation and 
l‘inance in Kentucky Senate Journal, 1906, pp. 141-161. 

In 1909 a Tax Revision Commission and Advisory 
Commission was appointed by the Governor by his 
letter of December 21, 1908, to make an investigation 
concerning the existing revenue laws and to make a 
report and recommendations as to changes deemed 
wise and expedient. 


Report: 1909, Dec. 18, 1909, 45 p. 


In 1912 a State Tax Commission was created to 
investigate the revenue and taxation in the state and 
recommend a plan for revision. It was required to 
make a written report of its findings to the Governor 
not later than January 1, 1913. (1912 Acts of Ken- 


tucky, Hlouse Resolution No. 4, p. 680.) 

Reports: 

1913, Preliminary Report, Feb. 12, 1913, 39 p. 

1913, Report of the Special Tax Commission, 350 + 
(8) p. Second printing, 320 + (8) p. 

In 1916 a Kentucky Tax Commission was created 
to investigate the taxation method of this and other 
statutes and to prepare a new law on revenue and 
taxation. A written report of its work was required 


to be made to the Governor not later than October 15, 
1916. (1916 Acts of Kentucky, Ch. 137, p. 726.) 


Report: 1916, 42 p. 


* Continued from August issue. 
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Board of Equalization 


In 1878, a Board of Equalization was created by the 
1878 Kentucky Acts (“An act to prescribe the mode 
of ascertaining the value of the property of railroad 
companies for taxation, and for taxing same,” ap- 
proved April 3, 1878) for the purposes of taxation and 
for the purpose of assessing railroad property. (1877-78 
Kentucky Acts, Vol. 1, Ch. 764, p. 83.) 

In 1880 an act was passed repealing this law and 
the duties prescribed therein were directed thereafter 
to be performed by the railroad commissioner, which 
office was established in 1880. (Kentucky Acts, 1879, 
Ch. 1290; approved April 29, 1880.) 


State Board of Equalization 


In 1884, a State Board of Equalization was created 
for the purpose of equalizing assessments in the state. 
The aggregate assessed valuation in the state was not 
to be reduced. Section 13 required a report of the 
proceedings of the board to be published annually. 
(1883~84 Kentucky Acts, Ch. 1336.) 


Reports of the State Board of Equalization 





Place & Date 





Year Period Covered of Pub. No. of Report Paging 
1884 Frankfort, 1885 57 p 
1885 Frankfort, 1885 72p 
1886 Frankfort, 1886 86 p 
1887 Frankfort, 1887 112 p 
1888 } Frankfort, 1888 125 p 
1889 Frankfort, 1889 79 p 
1890 Frankfort, 1890 7&8 p 
1891 Frankfort, 1891 69 p 
1892 Frankfort, 1892 68 p 
1893 Frankfort, 1893 62 p 
1894 Frankfort, 1894 26 p 
1895 Frankfort, 1895 79p 
1896 Louisville, 1896 79p 
1897 Louisville, 1897 77p 
1898 Louisville, 1898 97 p 
1899 Louisville, 1899 105 p 
1900 Louisville, 1900 1093 p 
1901 Louisville, 1901 105 p 
1902 Louisville, 1902 105 p 
1903 Louisville, 1903 105 p 
1904 Louisville, 1904 101 p 
1905 Louisville, 1905 101 p 
1906 2 Louisville, 1906 101 p 
1907 Louisville, 1907 101 p 
1908 Louisville, 1908 93 p 
1909 Frankfort, 1909 93 p 
1910 Harrodsburg, 1910 93p 
1911 Frankfort, 1911 93 p 
1912 Frankfort, 1912 8&7 p 
1913 Frankfort, 1913 89 p 
1914 Frankfort, n.d. 87 p 
1915 Frankfort, 1915 85 p 
1916 Frankfort, n.d. 85 p 
1917 Frankfort, n.d. 83 p 


1In 1888 the name was changed to the State Board of Equalization 
and Assessments, and a few minor amendments were added. 
(1887-788 Kentucky Acts, Ch. 1562.) 

?In 1906 an act was passed changing the length of term and 
personnel of the board. (1906 Kentucky Acts, Ch. 22.) 





Sep 







Stat 





September, 1940 





State Tax Commission 


In 1917, the State Tax Commission was created as 
a result of the report made by the Kentucky Tax 
Commission in 1916. Its duties were the assessment 
and equalization of assessment formerly exercised by 
the State Board of Equalization and Assessment, and 
by the Railroad Commission. A report was required 
to be made to the Governor at least thirty days before 
each regular session of the legislature. (Acts of Ken- 
tucky, 1917, Special Session, Ch. 1.) 


Reports of the State Tax Commission 








Place & Date 


Year Period Covered of Pub. No. of Report Paging 

1917. (Apparently from 
passage of Act in 
April 1917 until 
the ending of the 


year 1917) 


Frankfort, n. d. (unnumbered) 28 p 


1918 For the year 1918 Frankfort, n. d. 1st 118 p 

1919 For the year 1919 Frankfort, n. d. 2nd 91p 
Dated Jan. 1, 1920 

1920 For the year 1920 Frankfort, n. d. 3rd 89 p 
Dated Jan. 1, 1921 

1921 For calendar year 1921Frankfort, n. d. 4th 81 p 
Dated Dec. 1, 1921 

1922 For the year 1922 Frankfort, n. d. 5th 83 p 
Dated Dec. 31, 1922 

1923. For the year 1923 Frankfort, n. d. 6th 97 p 
Dated Dec. 15, 1923 

1924. For the year 1924 Frankfort, n. d. 7th 96 p 
Dated Dec. 11, 1924 

1925 Dated Dec. 1, 1925 Frankfort, n. d. 8th 106 p 

1926 Dated Jan. 1, 1927 Frankfort, n. d. 9th 100 p 

1927 Dated Sept. 1, 1929 Frankfort, n. d. 10th 105 p 

1928 Dated Jan. 21, 1930 Frankfort, n. d. 11th 107 p 

1929 For the year 1929 Frankfort, n. d. 12th 122 p 
Dated Sept. 1, 1930 

1930 For the year 1930 Frankfort, n. d. 13th 123 p 

1931 For the year 1931 Frankfort, n. d. 14th 123 p 

1932 For the year 1932 Frankfort, n. d. 15th 124 p 

1933 For the year 1933 Frankfort, n. d. 16th 128 p 

1934. For the year 1934 Frankfort, n. d. 17th 135 p 


Department of Revenue and Taxation 


In 1934 the Department of Revenue and Taxation 
was created for the purpose of exercising all the ad- 
ministrative functions of the state in relation to the 
state revenue and tax laws licensing and registering 
of motor vehicles, the equalization of tax assessments, 
the assessment of public utilities for tax, the assess- 
ment of franchises, supervision of tax collection, and 
all other administrative functions of the state in rela- 
tion to revenue and taxation. The State Tax Com- 
mission was continued as heretofore with certain 
modifications. The State Tax Commission was given 
the power to create such divisions within the depart- 
ment as may be necessary for the proper and efficient 
functioning of the Department of Revenue and Taxa- 
The State Athletic Board of Control was in- 
cluded in the Department of Revenue and Taxation 
and was made a division thereof. (Kentucky Acts, 
1934, Ch. 155, p. 679; approved Feb. 28, 1934.) 


tion. 
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In 1936 all tax administration functions were directed 
to be performed by the Department of Revenue which 
was then created. It was headed by a Commissioner 
of Revenue, as the executive officer, with sole charge 
of the administration of the Department. The Gover- 
nor was directed to appoint two associate commis- 
sioners, who with the Commissioner of Revenue, 
constituted the Kentucky Tax Commission. 


The Kentucky Tax Commission was given duties 
consisting of making assessments required to be made 
heretofore by the State Tax Commission or assigned 
in the act to the Department of Revenue; to hear 
appeals and to review assessments authorized by law 
to be made by the Department of Revenue; and to 
promulgate such rules and regulations as are required 
by law, or as the Commission deems necessary to 
facilitate enforcements of the laws, of the Commis- 
sion subject to administration by the Department of 


Revenue. All other functions were directed to be 


performed by the Commissioner of Revenue as execu- 
tive and administrative head of the department and 
chairman of the Commission. 


Reports are made annually continuing the number- 
ing of the reports of the State Tax Commission but 
are entitled “Annual Report, Department of Reve- 
nue’—Commonwealth of Kentucky. (Acts of Ken- 
tucky, Extra Session, Feb. 24—Mar. 10, 1936, Art. XI, 
See. 2, 3.) 


Reports of the Department of Revenue and Taxation 


Place & Date 


Year Period Covered of Pub. No. of Report Paging 


1935 Rep. of the Ky. 
State Tax Comm. 
for the calendar 
year 1935, also con- 
tained in rep. of 
Dept. of Revenue 
for fiscal year end- 
ing June 30, 1936 


1935-'36 For fiscal yr. ended 
June 30, 1937 
Dated Feb, 1, 1938 


1937-38 For fiscal yr. ending 
June 30, 1938 
Dated Nov. 1, 1938 
1939 For fiscal yr. ending 


June 30, 1939 
Dated Nov. 27, 1939 


Frankfort 18th 49 p 


n. p., n. d, 19th 50 p 


n. p., n.d. 20th (5)+7—73 p 


n. p., n. d. 21st (4)+5—41 p 


The annual reports are supplemented from time to 
time by other reports known as “Special Reports” 
incorporating more pointedly the findings of the De- 
partment of Revenue as to the operation of the laws 
of the Commonwealth. 


Special Report No. 1—“Results of Kentucky’s New 
Revenue Program—June, 1937,” 38 p. 














































































































































































































































































































































































































































































































































































































LOUISIANA 


Special Tax Commissions 

In 1906 the Governor was directed to appoint a 
commission of fifteen taxpaying citizens for the pur- 
pose of investigating the system of laws relative to 
assessment and taxation and their execution in the 
State of Louisiana and other states of the United 
States. The committee was to elect a chairman and 
report its findings and recommendations to the Gov 
ernor within twelve months from the date of its ap- 
pointment. This report was to be published and 
transmitted to the General Assembly by the Gov 
ernor with his recommendations. (Acts of Louisiana, 
1906, No. 191, p. 344; approved July 11, 1906.) 

Report: 1908, 36 p. 

In 1912 a commission of thirty-two members was 
created to prepare and recommend amendments to 
the constitution and laws of the state relative to 
assessment and taxation. The commission was 
directed to ascertain how the system of segregation 
of state and local taxation would affect the revenues 
of each parish, levee, district, city, town, or other 
municipality in the state and how the state would 
obtain sufficient revenue for its maintenance. It was 
directed to submit a full report of its proceedings to 
the Governor with its recommendations for constitu 
tional and legislative action. (Acts of Louisiana, 
1912, Act No. 110, p. 126; approved July 8, 1912.) 

The 1912 Extra Session, Act No. 5, p. 6, continued 
this tax commission until the adjournment of the 
extra session of the legislature for the purpose of 
adopting statutes to put in force an amendment to be 
proposed which would reorganize the tax system in 
Louisiana." 


“No record of published report.”—Letter from the Louisiana 
State University Library, University, Louisiana, dated Feb- 
ruary 8, 1938. 

In 1920, the “Assessment and Taxation Commission 
of the State of Louisiana” was created, consisting of 
nine members whose duty it was to investigate the 
whole subject of assessment and taxation, giving par 
ticular attention to the actual operation of the sys 
tems in the other states of the Union and cities and 
towns in other states. It was also the duty of the 
commission to investigate the theories of assessment 
and taxation as taught in the leading colleges or as 
explained by recognized experts, and it was directed 
to report to the Constitutional Convention which was 
called to meet the next year to report its conclusions. 
(Acts of Louisiana, 1920, Act No. 222, p. 367; approved 
July 8, 1920.) 

Report: 1921,60 + 1 + 1 + 237 p. 


1The amendment referred to is Act No. 12, p. 13, of the Acts 
of Louisiana of the 1912 extra session which provided for a State 
Tax Commission and the abolition of the State Board of Equaliza- 
tion and the State Board of Appraisers, but apparently the amend- 
ment was not ratified by the people. 
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In 1921, a member from the Ways and Means Com- 
mittee of the House and one member from the 
Finance Committee of the Senate were constituted a 
committee to confer with the Supervisor of Public 
Accounts in gathering information relative to sources 
of revenue, and to collate and report the same to the 
House of Representatives for its use and information 
at the regular session of 1922. This committee was 
directed to submit its report to the House of Repre 
sentatives on the first day of the next regular ses 
sion as to the result of its studies and investigations. 
(Alcts of Louisiana, Extra Session 1921, Senate Concur 
rent Resolution No. 18, p. 338.) 

“No record of published report.”—Leiter from the Louisiana 
State University Library, University, Louisiana, dated Feb 
ruary 8, 1938. 

The Louisiana Tax Commission, in 1930, was 
directed to make a thorough investigation of all the 
taxing systems and methods used in all the states of 
the union and such other countries as it may deem 
advisable, and submit in printed form to the 1932 
Legislature a compilation of its findings with recom 
mendations. (<Icts of Louisiana, 1930, Act No. 77, 
p. 160; approved July 15, 1930.) 

“No record of published report.”—Letter from the Louisiana 
State University Library, University, Louisiana, dated Feb 
ruary 8, 1938. 

The Louisiana Tax Reform Commission was cre 
ated in 1932. It consisted of five members chosen for 
the purpose of studying and surveying the present tax 
system of the State of Louisiana and of the possible 
or proposed sources of new revenue of new objects 
of taxation and to analyze and report on available 
new sources of revenue with the view of relieving 
the tax on farms and homes and to report and recom 
mend to the Governor and Legislature plans of tas 
reform and a system of taxation, etc. The commis- 
sion was also authorized to investigate the duplica- 
tion of work of all public bodies, the organization 
and administration of such agencies, and to formulate 
plans for greater co6drdination of such agencies and 
to reduce their cost. It was directed to furnish the 
Governor and each member of the Legislature on or 
before January 1, 1933, with a printed report covering 
their work and conclusions. (Acts of Louisiana, 1932, 
Act No. 132, p. 436; approved July 8, 1932.) 

Reports: 1932, Ist, 12 p.; 1932, 2nd, 47 p.: 1932. 
3rd, 41 p. + tables; 1932, 4th, 7 p. 


Board of Assessment 

In 1888, the police juries of the parishes were 
directed to elect one of their number or some prop 
erty taxpaver of their parish to act as a Board oi 
Assessment of railroads, telephone, and telegraph 
lines running throughout the parish which he repre 
sented. The appointees were directed to meet and 
organize by electing a president and secretary from 
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their number and proceed to a uniform valuation on 
the road bed, telegraph, and telephone lines running 
through the parishes they represented which assess- 
ment was to be final unless reduced by a suit for 
reduction.2 (Acts of Louisiana, 1888, Act No. 92, 
p. 151; approved July 12, 1888.) 

“No record of published report.”—Letter from the Louisiana 


Stute University Library, University, Louisiana, dated Feb- 
ruary 8, 1938. 


State Board of Appraisers 


The 1898 constitution of Louisiana, Art. 226, 
directed a State Board of Appraisers to be created, 
to be composed of the auditor and six other members 
to be elected for four years by the Governor, Lieu- 
tenant Governor, Treasurer, Attorney General, and 
Secretary of State, one from each congressional dis- 
trict whose duty it shall be to assess the property 
employed in railway, telegraph, telephone, sleeping 
car, and express business. 

In 1898 a law was passed giving effect to Art. 226 
of the 1898 Constitution. Annual meetings of the 
Board were provided for as set up by the constitution 
with the Auditor as president. A record of the pro- 
ceedings of the Board was directed to be kept in the 
office of the Auditor open to the public. A report of 
the proceedings of the Board was ordered to be pub- 
lished in such manner as the Board shall provide. 
(Acts of Louisiana, 1898, Act No. 106, p. 153; approved 
July 13, 1898.) 

This act was substantially reénacted by Act No. 122, 
Acts of Louisiana, 1900. 

In 1902 an amendment to Art. 226 of the Consti- 
tution was proposed whereby the State Board of Ap- 
praisers shall consist of the Auditor and one member 
from each congressional district appointed as previ- 
ously had been done. (Acts of Louisiana, 1902, Act 
No. 165, p. 310.) 


Reports of Louisiana State Board of Appraisers 





Period Place and 

Year Cowered Date of Pub. No. of Report Paging 
1899 Baton Rouge, '00 78 p 
1900 Baton Rouge, ’00 72p 
1901 Baton Rouge, ’01 78p 
1902 Baton Rouge, ’02 82 p 
1903 Baton Rouge, ’03 84 p 
1904 Baton Rouge, ’04 78 p 
1905 Baton Rouge, ’05 90 p 
1906 Baton Rouge, ’06 113+(3) p 
1907 Baton Rouge, ’07 113+-(3) p 
1908 Baton Rouge, '09 128 p 
1909 Baton Rouge, ’10 117 p 
1910 Baton Rouge, ’10 125 p 
1911 Baton Rouge, ’11 132 p 
1912 Baton Rouge, 12 132+-(3) p 
1913 Baton Rouge, '13 129 p 
1914 Baton Rouge, '14 122+-(3) p 
1915 Baton Rouge, °15 149 p 
1916 Baton Rouge, '16 155p 


State Board of Equalization 


In 1906 a State Board of Equalization was created 
to equalize the assessments levied on all classes of real 





2 The title of this act is ‘‘Creating a board of commissioners to 
equalize assessments of railroads, telegraph, and telephone lines 
passing through the different parishes.”’ 
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and personal property (except for Art. 226 of the 
Constitution) between the various parishes of the 
state. The Board was directed to be elected in 1906, 
one member to be elected by the electors of each 
congressional district and its first meeting was to be 
held in 1907. A report of the proceedings of the State 
Board of Equalization was ordered to be published 
in pamphlet form. (Acts of Louisiana, 1906, Act 
No. 182, p. 331; approved July 11, 1906.) 


Reports of Louisiana State Board of Equalization 





Period Place and 
Year. Cowered Date of Pub. No. of Report Paging 
1907 Baton Rouge, ’08 79+(2) p 
1908 No report found 
1909 No report found 
1910 Baton Rouge, ’10 61+ (3) p 
1911 Baton Rouge, ’11 93+(1) p 
1912 Baton Rouge, n. d. 104+-(1) p 
1913 Baton Rouge, °13 114+-(1) p 
1914 Baton Rouge, ’14 102 p 
1915 Baton Rouge, °15 125 p 
1916 Baton Rouge, '16 133 p 


Board of State Affairs 


In 1916, a Board of State Affairs was created and 
succeeded to the powers and duties of the State Board 
of Appraisers and the State Board of Equalization 
both of which boards were abolished. The Board of 
State Affairs consisted of three members appointed 
by the Governor and entered on their duties Janu- 
ary 1,1917. Its powers included the requirement that 
every department or institution spending or handling 
state money estimate its revenues and expenditures 
for the ensuing biennial period (to be made not later 
than April 1) and that the Board should recommend 
a budget to the Legislature. The Board was directed 
to investigate the duplication of work by public 
bodies, the feasibility of a Central Board of Control 
for all public educational institutions and one for all 
charitable institutions; to investigate the efficiency 
and cost of state printing; to do other things which 
would bring about greater economy in every public 
body; and, to promote the general welfare. The re- 
sults of these investigations were directed to be 
printed and placed in the hands of the members of 
the General Assembly and the heads of all public 
bodies at least sixty days before the meeting of the 
General Assembly of 1918, and, at the discretion of 
the Board, such reports were to be prepared biennially 
thereafter. The Board was given the power to assess 
all taxable property in the state for purposes of tax- 
ation; to equalize the value of said property not to 
exceed the actual cash value for purposes of state 
taxation; to confer with and advise assessors about 
valuation; to investigate the tax systems of other 
states; to make recommendations, etc. This act 
of the Legislature was to take effect in case the pro- 
posed amendment to the Constitution, Act No. 168, 
Acts of Louisiana, 1912, should be adopted in No- 
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vember, 1916. Act No. 168, Acts of 1912, was adopted 
by the people November 7, 1916. (Acts of Louisiana, 
1916, Ch. 140, p. 330; approved July 5, 1916.) 


Reports of Louisiana Board of State Affairs 














Period Place and No. of 
Year Covered Date of Pub. Report Paging 
1917. For yr. 1917 Baton Rouge, ’18 Ist (5)—366+- (3) 
Dated April —37 p 
15, 1916 
1918 For yr. 1918 Baton Rouge, ’19 2nd (5)—271 p 
Dated May 
1, 1919 
1919 For yr. 1919 Baton Rouge, 19 3rd iii—xxili+ 
(3)—246-+- (3) 
—55 p 
1920 For yr. 1920 Baton Rouge, ’21 4th (3) —16+ (17- 
18)+xix— 
liii+(4)— 
288 p 


The Board of State Affairs also published the 
following: 

1918, Legislative Recommendations, (3)+-37 p 

1918, Budget Recommendations, (3)-+103 p 


1918, Report on the Levee Boards of Louisiana, (5)+199 p 
1920, State and Local Taxes for Year 1919, 55 p 
1920, Legislative Recommendations, (3)-++12 p 


Louisana Tax Commission 


In 1921, the Constitution of Louisiana, Art. X, 
Sec. 2, directed the Board of State Affairs to be there- 
after called the Louisiana Tax Commission and to 
consist of three members and be subject to the con- 
trol of the Legislature and to exercise such authority 
as now or hereafter conferred by law. 


In 1934, the authority of the Louisiana Tax Com- 
mission was extended. It was given the power to 
correct or change any and all assessments of prop- 
erty for the purpose of taxation at any time before the 
taxes assessed had been paid, in order to make said 
assessments conform to the true and correct valua- 
tions. (1934 Louisiana Acts, Second Extra Session, 
y Ict 18.) 


“The Tax Commission fixes and equalizes the value of 
all taxable property for purposes of taxation at not to exceed 
the actual cash value. In each parish there is a Parish Board 
of Equalization composed of three citizen taxpayers and 
qualified electors, who serve for a term of four years, and 
two of whom are elected by the Police Jury and the third 
selected by the Tax Commission. The Board reviews and 
adjusts assessments and hears contests of correctness of 
valuation by taxpayers; also advises and assists the Assessor 
in fixing the valuation of property. 


“The Police Jury sits as a Board of Reviewers of assess- 
ments for state taxation subject to the final approval of the 
Commission. 

“In the Parish of Orleans the Board of Equalization is 
composed of the Board of Assessors and three members of 
the Commission Council of the City of New Orleans.”— 
Twenty-first Annual Report of the Louisiana Tax Commission 


(1937), p. 26. 

The Tax Commission has also published some 
Budget Recommendations and compilations of laws 
and statutes. 
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Reports of Louisiana Tax Commission 





Period Place and No. of 
Year Covered Date of Pub. Report Paging 
1921 For yr. 1921 Baton Rouge, ’22 5th (4)—293+-(7) p 
1922 For yr. 1922 Baton Rouge, '23 6th (4)+exxviii 
+286+(6) p 
1923 For yr. 1923 Baton Rouge, ’24 7th iiim—cxxx 
+-(4)—291 p 
1924 For yr. 1924 Baton Rouge, ’25 Sth (3) —135+-(4) 
—288p 
1925 For yr. 1925 Baton Rouge, ’26 9th (3) —69+ (4) 
—281 p 
1926 For yr. 1926 Baton Rouge, '27 10th (3) —43+-(4) 
—289 p 
1927. For yr. 1927 Baton Rouge, '28 11th (3)—52+-(4) 
—288 p 
1928 For yr. 1928 Baton Rouge, ’29 12th (3)—50+ (4) 
—288 p 
1929 For yr. 1929 Baton Rouge, ’30 13th (5) —68+-(4) 
—271p 
1930 For yr. 1930 Baton Rouge, '31 14th (5)—734-(5) 
Dated Feb. —275 p 
25, 1931 
1931 For yr. 1931 Baton Rouge, ’32 15th (5)—75+4-(5) 
—263 p 
1932 For yr. 1932 Baton Rouge, °33 16th (4)—81+ (1) 
Dated April (4)—266 p 
17, 1933 
1933 For yr. 1933 n. P.. n. a. 17th (6)-—44-++- (4) 
Dated March 252+-(4)—45 p 
20, 1934 
1934. For yr. 1934 n. p., n.d. 18th (6)—41-+-(4) 
Dated March 254+ (4)—48 p 
20, 1935 
1935 For yr. 1935 WH. m&, Na. 19th (6)—292+-(4) 
Dated March —50 p 
30, 1936 
1936 For yr. 1936 n. D., n.d. 20th (6)—282+-(4) 
Dated March —S51p 
20, 1937 
1937. For yr. 1937 n. P., n.d. 21st (5) -+7—278+4 
Dated March (4)—50 p 
20, 1938 
1938 For yr. 1938 Baton Rouge, '39 22nd (5)+7—278+4 
Dated April (3)+5—53 p 
3, 1939 
1939 For yr. 1939 n. p., A. d. 23rd (5)-+7—288 
Dated April (3)+5—53p 
3, 1940 


Board of Tax Appeals 


The Board of Tax Appeals was created in 1934, as 
the state government to be composed of three mem- 
bers, one a lawyer, one a certified public accountant, 
an independent agency in the executive branch of 
and one neither lawyer nor certified public account- 
ant. They were to be appointed by the Governor 
with the advice of the Senate. Their terms of office 
were to begin January 1, 1937, and expire one at end 
of second year, one at end of fourth year, and one 
at end of sixth year. All reports and evidence of the 
Board were to be public records open to inspection 
by the public. The Board was to provide for publi- 
cation of its reports in such form and manner as may 
be best adapted for public information and _ use. 
(Acts of Louisiana, 1934, Act No. 21, p. 154; approved 
July 12, 1934.) 

This act was reénacted by 1934 Acts, Extraordinary 
Session, p. 5, approved August 20, 1934; 1935 Acts, 
Third Extraordinary Session, p. 33, approved July 8, 
1935 (changed date of beginning of office to Septem- 
ber 1, 1935) ; 1936 Acts, Act No. 143, p. 425, approved 
July 6, 1936 (changed date to August 1, 1936). 


(Continued on page 582) 
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Cases 


Two interesting cases, for Pennsylvania practi- 
tioners, are those of Teale (404 CCH J 9569) decided 
by the District Court for Western Pennsylvania on 
July 8, and William Park, CCA-3, June 29. (404 
CCH 99557.) In both, the decisions were not what 
might have been rendered in other jurisdictions. 

Right down our alley was the Arner case (404 CCH 
9567) decided by the Southern California District 
Court on May 20. “Taking steam baths, hot and cold 
showers, salt rubs, massages, colonic or violet ray 
treatments are not athletic or sporting activities.” 


The Kheinstrom who lost the case in the Southern 
Court District of Ohio on June 29 (404 CCH § 9568) 
does not appear to be any kin to the Rheinstrom cited by 
us in August, 1939, p. 472. But it’s an interesting 
“liquidation” case anyhow. Even if you’ve never been 
in Baltimore you should find something of interest 
in Hutzler Bros. (404 CCH § 9563). The District Court 
for Maryland on July 2 handed down a floor tax de- 
cision that may give you pointers for the same kind 
of tax in the latest revenue act. 

Charles Laughton, Charlie McCarthy’s “pal ?”’, will 
have to take his case (404 CCH { 9561) back to the 
BTA again. The Ninth Circuit on June 29 remanded 
10 BTA 101 (393 CCH J 7353). 

A lot of business would like to know how the Val- 
ley Tractor and Equipment Co. got the bank, in the 
regular course of business, to honor its overdrafts. 
42 BTA —, No. 50 (403 CCH J 7446). Felix Zukartis 
got a BTA memo decision on June 20 that gladdens the 
heart of all wine and beer salesmen. His entertain- 
ment expenses were upheld (403 CCH § 7439-A). The 
case of Mary Evans, 42 BTA —, No. 42, strikes a new 


Lewis Gluick, C. P. A., Shop-Talker 


577 


note in the second finding. Certain attorney fees and 
expenditures in connection with lease forfeiture were 
held deductible. It seems sensible on the facts, but 
unless yours match exactly, don’t rely on it. And 
watch the appeal! 


Memory Lane 


We can’t write about taxes must this month. We 
are a long way from our tax service, or any tax 
service. “Back in the Navy again”. Getting a little 
of the taxpayers’ money for helping to spend a lot 
more for defense. And a darn good investment; real 
life insurance for the taxpayer. 

But we have a memory. Even if it does play 
tricks on us at times, it is more often uncomfortably 
good. We can remember too many unpleasant things. 

sut don’t get out your handkerchiefs. We aren’t 
going to bring up any of them here. We just mean to 
set down some of the more interesting tax memories 
we have, and it will be a cinch and a novelty to fill 
up the Shop without having to check one citation. 


To us one of the most amusing things about our 
writing in this magazine “by and for tax experts” 
is that we are in it at all. The last thing we ever in- 
tended to be was a tax specialist. Maybe it is the last 
thing we shall be. Or are we? Anyhow, our start in 
accountancy embraced the minimum of tax work, 
even up to our seniority. Other men on the staff did 
the tax work for the most part, and we were glad they 
did. After a while we naturally had to expand our 
knowledge; impossible to practice without it. And 
as we read tax services to keep up with what was 
going on, and found human interest in them, we’d jot 
them down for the old Shop. They proved to be 
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immensely popular; and now since November, 1936, 
we write about little else, and people think we are an 
expert. Be that as it may, as we look back we’ve been 
in on some pretty good cases. 

The biggest case we ever worked on was basically 
a tax case. Our part of the work was preparing con- 
solidated balance sheets and income statements for 
thirteen companies for five years. We had the law and 
regulations constantly with us, but it was the boss 
who did the interpreting, and fighting the case through 
to a half million refund. 

The history of that case was peculiar. The con- 
solidation was of what was then called the “b” 
type. That is to say, it was ownership by the same 
interests of the big majority of the stock of each of 
the corporations. This type was barred long before 
the general ban on consolidations, but it was per- 
mitted then. Not only permitted but, in this case, 
encouraged. What happened was this. A revenue 
agent came in to examine companies M and N which 
occupied the same premises, and decided they ought 
to be consolidated (he could do that even today). The 
managers took it up with the “big man” and he re- 


ferred it to his lawyer. The lawyer pooh-poohed the 
idea so effectively that nothing was done. But when 


the revenue man got finished, and indicated a possible 
overpayment, with refund or credit, the big man got 
one of his ideas that helped to make him a big man. 
“If they make me consolidate two of my companies,” 
quoth he, “by —— [ll consolidate all of them!” At 
which point he called in my boss, and did we have a 
case! In passing it may be noted that the pooh-pooh 
lawyer lost his best client. 

Coming to the attention of some of our younger 
readers this may sound like a fairy tale. No lawyer 
could be so ignorant. But seventeen or eighteen 
years ago, there were lots like that one. Not only 
that, but in the course of our examination, made only 
for tax purposes, we accidentally discovered monkey 
business going on within the organization, which, 
even more incredibly, had never been audited by in- 
dependent public accountants. But they were, hence- 
forth. 

A few months after that case was out of the ac- 
counting stage, we were sent down to Virginia, on a 
couple of annual audits. In routine manner we found 
that a check for over twelve hundred dollars had been 
outstanding for ten and one-half months. Since it 
was a realty business, where escrow matters fre- 
quently linger too long, that circumstance was not 
alarming. But investigation showed that it was the 
March 15 check to the collector of internal revenue at 
Richmond. We had the client write him at once, and 
when the reply came back that it had never been 
received, we knew so little about tax procedure that 
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we had to write back to New York to ask the boss 
what to advise the client to do next. 

At the other Virginia audit we witnessed another 
tax situation. (We believe that we have printed this 
one before, so pardon us if you’ve heard it). The IRA 
came around and flatly disallowed a 20% rate on the 
principal piece of machinery, a high speed ice machine 
that ran, excepting breakdowns, twenty-four hours 
a day the year round. The client invited IRA to have 
a look around the plant. He did. There was a lot of 
machinery, old and new being moved around. IRA 
naturally asked about it. “Oh,” said the client, “that’s 
the old machinery you disallowed the rate on; it’s be- 
ing scrapped, just five years after installation, and 
new being installed.” Well of course that settled that, 
once the facts were reduced to writing and the certifi- 
cate of the engineers obtained. Incidentally the new 
machinery was supposed to last seven years by rea- 
son of technological improvement. 


UR real baptism of fire on taxes came when we 
followed the realty boom to Vlorida. We could 
write a small book about the whole of that adventure, 
which gave us the happiest period of our life, and left us 
flat broke. Accounting was almost unknown. Tax 
returns or the preparation of records from which to 
make them, was the main work of all accountants. 
Nine out of ten boomers insisted that they would 
keep no records at all if they did not have to make 
out returns. And a lot didn’t anyhow. We recall 
vividly three unique returns that we made during 
our last weeks there in 1928. They were for three 
corporations, each an incorporated individual, which 
had gone into bankruptcy. The receiver, a run of the 
mine individual, but a good politician, was told by 
some lawyer that he would have to make returns for 
these companies. So he cheerfully dumped all the 
records he had taken from the bankrupts into our lap, 
and said, “Make the most of these”. In every case 
books had been started; in no case had they been 
continued. And some of the books were missing. 
When we called for cancelled checks or other vouch- 
ers, from which we might have reconstructed the 
picture, the receiver almost laughed at us. He didn’t 
have any. Well, why not? If the bankrupts had de- 
stroyed them, then he could instigate criminal charges 
against the bankrupts provided he could find them. 
But the payoff was that the receiver had probably 
destroyed them himself. He had been told to take all 
the books and had done so. He had paid no atten- 
tion to all the papers lying around the premises; but 
he had had the premises cleaned up. The checks, 
etc., must have been burned up in the process. 
There was only one thing to do, and we did it. A 
nice clean 1120, and pasted to it firmly an affidavit 
something like this: “I have, at the request of X, 
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receiver, examined all the records submitted to me, 
and hereby declare that they are so fragmentary that 
no tax return can be properly prepared therefrom, or 
even an estimate of income made.” In another bank- 
ruptey case there was one file box of papers, which 
we examined carefully. Buried among them was one 
of the finest male wrist watches we’ve ever seen. A 
nice commentary anent the thoroughness of the re- 
ceiver’s duty to search for all assets of the bankrupt 
estate. The file box had been in his custody for 
months. The watch was sold for twelve dollars and 
that paid our fee. 

The urgent necessity for doing tax work, made tax 
study imperative. We studied and studied, and then, 
always having had the knack of imparting to others 
such knowledge (however little) as we have, we used 
to give Saturday afternoon lectures to the staff of our 
organization and the first thing we knew we were 
writing a question and answer column for a syndicate 
of East Coast newspapers. We never enjoyed any- 
thing more. There were a lot of revenue agents 
around and they all watched our work with eagle eyes 
seeking to catch us in a bad break, but they didn’t. In 
fact, several of them came around to our West Palm 
Beach office to use our loose leaf tax services, they 
being provided only with regulations and much de- 
layed bulletins. 

For many months after we left Florida we were 
on the road, doing examinations and investigations 
of state governmental accounts and systems. Natur- 
ally we had to pry into the tax systems, and when 
we came back to New York we were chagrined to 
realize that we knew much more about the methods 
of assessing and collecting property taxes in two 
states than about our native New York. But we had 
darn little time for intensive study then, being 
plunged into an exhaustive accounting job that in- 
volved relatively little tax work. 


[t is a well-founded historical fact that culture, as 
evidenced by art, literature and education, is depend- 
ent on leisure. The historians can demonstrate that 
such leisure is the fruit of prosperity, but paradox- 
ically it was the unwanted leisure that came to us 
with the depression of 1931 that gave us real time to 
study federal taxes. But we never have caught up 
with the New York real property taxes. Most of 
our realty-owning clients passed away during the 
depression; and frankly, would you do extensive re- 
search for just two small clients? Recently we’ve 
acquired some more realty clients, and had planned 
to dig in finally, during the seasonal dullness that 
will plague accountants till the natural business year 
becomes a legal requirement. And look where we are. 
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Property Taxes—A Symposium. Tax Policy League, 
New York City. pp. 288. Price $2.50. 

The 1939 symposium of the Tax Policy League, 
devoted entirely to property taxation, includes papers 
by nineteen persons prominent in the fields of tax 
administration or research. 


Five general topics are discussed, (1) trends, (2) clas- 
sified property taxes, (3) justification of the property 
tax, (4) alternative bases for real estate taxation, and 
(5) administrative problems. 

Especially valuable studies of over-all tax limita- 
tions in Ohio, West Virginia and other states, and of 
classification in Ohio, Minnesota, Cook County, Illi- 
nois (Chicago) and elsewhere, are presented. Equally 
valuable theoretical discussions of Commons’ theory 
of reasonable value, capitalization and shifting of 
taxes and alternative bases for real estate taxation (to 
name only a few titles), are included. 


Contributors include such well-known authorities 
as Professors Leland of Chicago, Buehler of Penn- 
sylvania, Groves of Wisconsin and Shoup of Columbia, 
and John A. Zangerle, long-time Auditor of Cuyahoga 
County, Ohio (Cleveland). 

Styles naturally vary with the number of contribu- 
tors and range from clever and interesting presenta- 
tions to such statements as “The property tax materials 
are presented with a view of: ... (4) evaluating the 
significance of the ascertainable changes of the order 
indicated upon the reasonably expectable, absolute 
and relative yield of realty as a tax base.” (Page 21.) 
—James L. Watson. 


Assessment Supervision. Seventh Progress Report 
of the Committee on Assessment Organization and 
Personnel. National Association of Assessing Officers, 
Chicago. pp. 46. Price $1.00. 


Income, Estate and Gift Tax Provisions of the In- 
ternal Revenue Code as Amended by the Revenue 
Act of 1940. Commerce Clearing House, Inc., Chicago. 
pp. 241. Price $1.00. 


Kentucky County Debts, June 30, 1938, by George 
Peak and J. E. Reeves, University of Kentucky, Lex- 
ington, Ky. pp. 62. 




























































































































































































































































































































DIGESTS O 


IN CURRENT LE 


THE EVOLUTION OF THE 
FEDERAL TAX SYSTEM 


Roy Blough, Director of Tax Research, 
(/ntted States Treasury Department 


7 Law and Contemporary Problems, Spring, | 
pened by the Law| 


1940, p. 162-170; 


School of Duke University 


The evolution of the federal tax system 
has been from small volume of revenues to 
large volume, from a simple structure to a 
highly complicated and diverse structure, 
from almost complete reliance upon indi- 
rect taxes to heavy reliance upon progres- 
sive direct taxes. 

Over the three-fourths of a century of 
national life prior to the Civil War, the tariff 
on imports was the overwhelmingly im- 
portant source of federal tax revenue, and 
during two-thirds of that period no other 
taxes were in effect. The Civil War Period 
added to the tariff, internal revenue taxes 
on liquor and tobacco as permanent revenue 
sources. The World War period enlarged 
the income tax, which had been just intro- 
duced, from a minor position to that of the 
major source of federal revenue, and added 
the estate tax. The outcome of the latest 
major tax wave, that of the recent depres- 
sion period, is still uncertain, but there is 
little doubt that the permanent effects on 
the tax system will be of major character. 

The growth of the federal tax system has 
been given direction by many factors. The 
impelling force for expansion has been the 
increased need for revenues. Increases in 
annual expenditures have been on the whole 
gradual in times of peace, but major wars 
have resulted not only in heavy costs for 
fighting but in a permanently expanded level 
of peace-time expenditures. Thus, the low- 
est point reached by expenditures after the 
Civil War was more than three times as 
high as prewar expenditures, and the low 
point after the World War was more than 
four times as high as before the War. Part 
of the increases were due to price changes, 


The greatest influence on the tax system 


| has undoubtedly been changes on industrial 


| and social conditions. 
| of course, largely responsible for the pres- 








but the operations and functions of the gov- | 


ernment had permanently expanded also. 
The latest major wave of higher tax rates 
and additional taxes grew out of the com- 
bination of increasing expenditures and de- 
clining revenue brought about by the 
dlepression. 


. . . . . ¢ 
to what extent and with what justification. | However, there is general agreement that 


Such changes were, 


sure of increased expenditures. They also 
made available and acceptable sources of 
taxation which were not practical in earlier 
years. Examples are the income taxes, the 


| estate and gift taxes, and the war-time ex- 


cess profits taxes. In the interaction of 
these and other forces, accident and per- 
sonal leadership and rivalries have through- 
out played important roles in directing the 
evolution of the tax system. 


THE PROPOSAL TO TAX SMALL 
INCOMES 


Paul J. Strayer, Instructor in Economics, 
Princeton University 


7 Law and Contemporary Problems, Spring, 
1940, p. 171-182; published by the Law 
School of Duke University 


The proposal to tax small incomes is a 
recent development, and the suggestion that 
the personal exemptions of the federal in- 
come tax should be lowered has_ been 
favored by groups with aims diametrically 
opposed. 

Estimates do not indicate that the lower- 
ing of personal income tax exemptions will 
lead to a very large increase in income tax 
revenue. There are several reasons for this 
lack of productivity. First, the suggested 
exemptions are still sufficiently high to leave 
the larger part of the population free of 
tax. Second, the tax on these incomes would 
be assessed on only that portion of the in- 
come above the exemption, in contrast to 
the sales tax which is assessed on all pur- 
chases without any exemption. Lastly, there 
is the fact that the distribution of the na- 
tional income is such that the poorest half 
of the population receives much less than 
half the national income. The revenue po- 
tentialities of the tax on small income are 
attractive, but do not support the belief, 
often expressed, that this is a solution to 
the problem of declining income tax returns 
in depression. 


If the exemptions of the personal income 
tax are to be lowered, the question arises as 
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WS ON TAXATION 
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The most common justification of the ex- 
emption of some minimum income is that i! 
is not just or economically wise to tax in- 
comes below the level of subsistence. Ther 
are two objections to this theory of the 
exemption policy. In the first place, there 
is no agreement as to the specific sum to be 
left tax-free. In the second place, most of 
those who favor the subsistence argument 
do not take into account the fact that the 
same government that provides for exemp- 
tion from the income tax collects a large 
part of its revenue by means of various ex- 
cises and indirect levies passed on to the 
general consumer at all income levels. A 
more realistic explanation of the exemption 
policy must take into account the burdens 
imposed by other taxes of the system. Re- 
gardless of the other taxes imposed, the 
tendency has been for the level of personal 
income tax exemption to vary, as there is 
need for more or less total revenue. 


It is apparent that no one theory of tax 
exemption will serve as a basis for policy. 
No single tax may be considered good or 
bad unless its place in the tax system 15 
realized. The case for the lowering of the 
present federal exemptions must, therefore, 
be considered in the light of other federal 
levies. Two possibilities are presented: 
First, the lowering of exemptions without! 
other modification of the tax system. Sec- 
ond, the possibility of improving the present 
distribution of the tax burden by the sub- 
stitution of the lower bracket income tax 
for some other less desirable measure. Any 
decision as to the desirability of either © 
these alternatives will depend upon the 1 
dividual bias as to the desirable distribution 
of the total federal tax burden. It will be 
assumed that the present state of economic 
and political opinion favors the maintenance 
of a progressive distribution of the federal 
tax burden. 

There is general agreement that, for the 
purpose of general revenue, the burden 0! 
taxation should rest equally on people with 
similar incomes and responsibilities. The 
desirability of relieving the lowest income 
groups from any contribution to the support 
of their government is not so acceptable. 
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those with less than an adequate subsistence 
income should not be forced to make a 
large contribution. 


With this set of aims, the desirability of 
, lower level of personal exemptions may 
he more realistically considered. First, 
there is the question of the progressivity of 
the federal tax structure. There seems to 
he little doubt that the progressive income 
ax rates provide the progression from the 
$5,000 level up. Not only the income tax, 
hut the estate and gifts taxes, become ef- 
jective at this level. This group is how- 
ever, a very small part of the total tax-pay- 
ing population. The mass of the population 
contributes to the federal government only 
indirectly as the result of the federal ex- 
cise, tariff, and social security taxes. These 
taxes are levied at proportionate rates and 
affect the taxpayer by increasing the cost 
of the goods he buys. The percentage tax 
contribution of those in the lowest income 
tax brackets is larger than that of those in 
the higher income tax brackets. The sec- 
ond major requirement is that the tax bur- 
den should rest equally on persons with 
similar incomes and responsibilities. Ex- 
cluded from consideration are taxes that 
may be justified on the basis of benefits re- 
ceived. Of the federal taxes this will ex- 
clude the gasoline tax and the social 
security taxes. The allowance for differing 
responsibilities is also impossible to satisfy 
with the use of the indirect tax. As a mat- 
ter of fact, as responsibilities increase, the 
portion of the income spent on taxed com- 
modities is likely to increase. Thus, the 
tax burden will be greater for the person 
with the large family than with the small. 


Finally, the question of the desirability 
oi relieving a part of the burden on families 
with income below a subsistence level re- 
quires attention. Whether the objective is 
the complete exemption of this group, or 
the restriction of the tax to a nominal con- 
tribution, the use of the indirect tax on 
widely purchased commodities will prevent 
its attainment. 













































A most appealing case for the proposal 
to tax small incomes has been made on the 
basis that it would generate increased tax 
consciousness. Even if it is concluded that 
the income tax is a desirable means of in- 
creasing the degree of tax consciousness, 
itis not certain that this will be the result. 
If the income tax were to be collected at 
the source, there would probably be less 
tax consciousness than if it were paid di- 
rectly. If the amount does not vary with 
the size of the federal expenditures, there 
will be less appreciation of the trend of 
fiscal policy than if the rate is allowed to 
vary with the revenue needs of the govern- 
ment. There is no positive evidence that 
the creation of tax consciousness will have 
a generally beneficial effect. 

If the advantages claimed for the per- 
‘onal income tax are to be realized, there is 
ittle hope for a simple tax. It might be 
conceded at the start that the personal in- 
come tax is more difficult to administer than 
many alternative levies. If allowance is to 
be made for every slight difference in abil- 
ity, the extreme of a tax assessed on a com- 
pletely individual basis might be the result. 
lf it is assumed that the lower bracket in- 
come tax will meet the requirements of 
equity, there is still to be considered the cost 
% the administration of such a tax. Ifa 
large part of the tax collected is required 
‘o pay for its administration, there is little 















































advantage in the attainment of additional 
equity. 
tends to support the conclusion that the in- 
come tax is very expensive to collect in 
the lower brackets. 













DIGESTS OF ARTICLES ON TAXATION 


The experience in Great Britain 


THE PROPOSAL TO REDUCE 
HIGH SURTAXES: 
THE CASE FOR REDUCTION 


James D. Magee, Professor of Economics, 


New York University 


7 Law and Contemporary Problems, Spring, 


1940, p. 183-188; published by the Law 
School of Duke University 


There are many persons who object to 
use of taxation for any purpose other than 
the raising of revenue. One need not agree 
with them and yet may doubt whether high 
surtax rates are the best way to bring about 
greater equality of income. It appears evi- 
dent that in the effort to equalize wealth 
by heavy surtaxes we have seriously ham- 
pered economic recovery by lessening the 
funds available for investment in equity cap- 
ital. 

The argument for the reduction of the 
surtaxes involves two steps. The first is 
that full recovery of economic activity and 
the possibility of raising standards of liv- 
ing depends on the resumption of new cap- 
ital expenditures in a considerable volume. 
The next step is that high surtaxes along 
with other features of our tax system hinder 
the flow of capital into industry, especially 
in the former, of equity capital. 

The more serious situation at present has 
to do not with the amount of money avail- 
able for investment, but with the direction 
of the investment. So far, there has been 
no shortage of funds for investment, but 
they have been invested more in government 
securities than in industrial securities. And 
the part which has gone into industrial se- 
curities has been in the form of bonds more 
frequently than in the form of stocks. There 
is a line of Supreme Court decisions going 
back to Marshall which holds that the fed- 
eral government cannot tax the instru- 
mentalities of the state governments, and 
that the state governments cannot tax the 
instrumentalities of the federal government; 
thus the income from state and municipal 
bonds is exempt from the federal income 
tax. The first case was a clear one. Mary- 
land was attempting to hamper the activi- 
ties of the Bank of the United States by 
taxing its branch. But to an economist it 
seems strange that it should be concluded 
that if the federal government taxed the 
income from state bonds at the same rate 
as other income was taxed it was in some 
way hampering the activities of the states. 
At any rate, we have these bonds which are 
free from federal income tax. The high 
surtaxes and the existence of tax-free bonds 
means that the money which should go into 
equity capital investment in industry is 
forced not only into bond investment but 
into government bonds, and industry does 
not get it in any form. 

Of course the higher the income the high- 
er the surtax, and the greater saving from 
the investment in tax-free bonds. The con- 
clusion is that the surtaxes should be low- 
ered to remove the hindrance to capital 
investment, since capital investment will in- 
crease national income and raise standards 
of living. However, it must be remembered 
that lowering the surtaxes will not alone 
bring the desired recovery; other things are 
necessary. 
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THE PROPOSAL TO REDUCE 
HIGH SURTAXES: 
THE CASE AGAINST REDUCTION 


Harold M. Groves, Professor of Public 
Finance, University of Wisconsin 


7 Law and Contemporary Problems, Spring, 


1940, p. 189-193; 


Be ange: by the Law 
School of 


uke University 


It will probably be granted that the pres- 
ent period is an emergency. In times of 
emergency, the nation like the family should 
be entitled to draw upon all the resources 
of its members. From the point of view of 
social policy the case for the surtaxes is 
very strong indeed. 

It is true that tax-exempt securities are an 
open invitation for the avoidance of high 
surtaxes by the rich. The answer here is 
to rid the country of the tax-exempts. 
Despite avoidance and evasion, the fiscal 
productivity of the high surtaxes is con- 
siderable, and we can ill afford to pass up 
the revenue which they supply at a time 
when the gap between receipts and expendi- 
tures is still a matter of national concern. 
Of course it is true that broadening the in- 
come tax base and higher surtaxes in the 
middle brackets may have more fiscal pos- 
sibilities than the high surtaxes, but this is 
not to say that the latter should be 
abandoned. 

There is no evidence known by the author 
which establishes the fact that large estates 
are predominantly invested in government 
securities. If they are not invested in gov- 
ernment securities, they certainly are not 
hoarded. If it is thought undesirable that 
these estates should be invested in govern- 
ment bonds, we might try taxing the former 
rather than relieving the latter. Similarly, 
it might not be beyond our ingenuity, if it 
appeared necessary, to tax idle, hoarded 
funds. 


Do the high surtaxes discourage new ven- 
tures and thus slow down the rate of eco- 
nomic progress? It may be doubted whether 
technological progress has shown any signs 
of slackening. At any rate, it is for the 
consumer that the economic system is sup- 
posed to be operated. There is no evidence 
that the productive equipment of our eco- 
nomic system is inadequate to supply con- 
sumers’ needs. The overwhelming need is 
more essentials for consumers who cannot 
afford them. There is no reason to believe 
that a greater supply of capital would solve 
this problem. 


METHODS OF COLLECTION 
OF DELINQUENT REAL 
ESTATE TAXES 


(Continued from page 566) 


10. The states and municipalities should 
adopt alternative procedures to provide 
flexibility. Thus, tax receivership would be 
an effective additional method providing the 
Tax Collector or mortgagee is appointed 
receiver, thus eliminating large expenses 
incident to the receivership. 

11. Tax officials should be appointed, 
rather than elected. The writer believes 
that a more vigorous collection effort would 
result, and that more able men would hold 
office. Also, the officials should be paid on 
a salary basis rather than on a fee basis. 
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Final Disposition of Delinquent ‘Tax Lands 
(Continued from page 571) 
quency accumulated during the depression of the 
nineteen-thirties. In other words, it is merely an 
effort to deal with the present problem that arose out 
of the large volume of unpaid taxes for former years. 
The effectiveness of the salvage sale in relieving 
the burden of present tax delinquency and in solving 
the problem of the final disposition of tax-delinquent 
land cannot be determined until the other sales are 
held. Four more sales are to be held under the present 
act, and it will probably require a period of about five 
years to ascertain the results with any degree of 
precision. In the meantime, of course, there will have 
to be studies of land utilization in the southern part 
of the state to determine whether this device is promot- 


ing the most desirable type of land use. In addition 


there will have to be additional data to show the 
extent to which the sale has made possible the redemp- 
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tion of property by former owners; how much reve- 
nue the local units have received from the sales; the 
assessed valuations and tax levies on property re- 
acquired in this manner; and the extent to which such 
property remains on the local tax rolls. 

The salvage sale is an unusual device designed to 
deal with an unusual situation in regard to tax delin- 
quency. The tax burden on property has been heavy. 
Many distressed owners of property, on which taxes 
were delinquent, were subject to assessed valuations 
that were inflated by virtue of the real estate boom of 
the nineteen-twenties. The combined burden of the 
general property tax and special assessments showed 
little adjustment to the decline in income. It was in- 
evitable that much property should become delinquent. 
The salvage sale represents an effort to restore delinquent 
property to private ownership and to the tax rolls. 


Federal Tax Forum—Program for 1940-1941 Season 

The Federal Tax Forum, 120 Broadway, New York, 
is an organization of accountants and lawyers actively 
engaged in public and private tax practice who meet 
on the second and fourth Thursday evenings of each 
month for the purpose of discussion of tax matters 
and the interchange of information and ideas. 

In addition to the evenings given over entirely to 
round table discussion among the members, the fol- 
lowing are among the topics on which it is expected 
to have speakers during the coming season: 

“The New Excess Profits Tax”, by William J. Casey 

“Incentive Taxation”, by C. W. Hazelett 

“Reorganizations”, by Randolph Paul 

“Pension Trusts and Employee Trusts”, by John W. Drye 

“Invested Capital Problems”, by one or more of the mem- 


bers who have had experience with the 1921 and prior Acts. 


“Preparation for and of 1940 Corporation Federal Tax Re- 
turns” 


Members and guests assemble for dinner at 5:45 
p.m. After dinner has been served, they are addressed 
by the speaker of the evening. This is followed by 
questions and general discussion, which usually end at 
nine. At the round table meetings, which enjoy especial 
popularity, members introduce for discussion whatever 
subjects they consider may be of general interest. 


State Tax Commissions 


(Continued from page 576) 

The 1935 Acts, Third Extraordinary Session, 
H. C. R. 3, p. 63, authorized and directed the Board 
of Liquidation of the State Debt to borrow $15,000 to 
defray the expenses of the Board of Tax Appeals. 


“No record of publication was made here.”—Letter from 
Tulane University of Louisiana, New Orleans, Louisiana, dated 
July 22, 1940. 


The history of the Board of Tax Appeals shows 
that it has handled only income taxes to date and 
has relegated all other work to other appeal boards. 
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STATE TAX CALENDAR 


1940 OCTOBER 1940 


“SUN. MON. TUE. WED THU. FRI. SAT. . 


ALABAMA 
Oct. 1 





Annual licenses and privilege taxes delin- 


quent. 

Automobile dealers’ reports due. 

Ferry company reports and license taxes 
due. 

Poll tax due. 

Property tax (one-fourth) due. 


Public utility reports and license taxes 
due. 
Toll bridge company reports and license 
taxes due. | 
Oct. 10— 


Alcoholic beverage reports due. 

Automobile dealers’ reports due. 

Tobacco use tax reports and payment due. 
Oct. 15— 


Carriers’, transporters’ and warehouses’ 
gasoline tax reports due. 
Carriers’, transporters’ and warehouses’ 


lubricating oils tax due. 

Motor carriers’ tax due under 1932 Act. 

Motor carriers’ tax under 1931 Act—install- 
ment due. 

Telegraph company 
taxes due. 

Oct. 20— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline tax reports and payment due. 

Lubricating oils tax reports and payment 
due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


reports and license 


ARIZONA 
Oct. 5— 
Alcoholic beverage licensees’ reports due. 
Oct. 15— 
Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 





ARKANSAS 


Oct. 1 
Bank share tax installment due. 





Property tax—last day to pay final install- | 


ment. 





| Oct. 10— 








| 


Natural resources severance tax 
and payment due. 
Statement of purchases of natural 
sources due. 
Oct. 15— 
Sales tax reports and payment due. 


reports 


re- 





Oct. 20— 
Gasoline tax reports and payment due. 


CALIFORNIA 
Oct. 1— 
Gasoline tax due. 
Oct. 15— 
Gasoline tax reports due. 
Insurance company premiums tax delin- 
quent. 
Sales tax reports and payment due. 
Use fuel tax reports and taxes due. 
Use tax reports and payment due. 
Oct. 20— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 

Oct. 5— 

Motor carriers’ compensation taxes due. 
Oct. 10— 

Motor carriers’ mileage statements due. 
Oct. 15— 

Coal mine owners’ reports due. 

Coal tonnage tax reports and payment duc. 

Income tax (third installment) due. 

Sales tax reports and payment due. 

Service tax reports and payment due. 

Use tax reports and payment due. 
Oct. 25— 
Gasoline tax reports and payment due. 


CONNECTICUT 
Oct. 1—- 

Gasoline tax due. 
Oct. 15— 

Gasoline tax reports due. 


Bank share tax due. 


Kent and Sussex county property taxes 








delinquent. 
Railroad tax (installment) due. 
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Oct. 20— 
Alcoholic beverage tax reports and pay- | 
ment due. 
DELAWARE 
Oct. 1—— 





1940 OCTOBER 
SUN. MON. TUE. WED THU. FRI. SAT. 
«xn«» 123 4 5 
67 8 9 101112 
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20 21 22 23 24 25 26 
27 28 29 30 31 «» «» 


1940 





Oct. 15— 
Filling stations’ gasoline tax reports due. 
Manufacturers’ and importers’ alcoholic 

beverage reports due. 

Oct. 31— 

Carriers’ gasoline reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 


DISTRICT OF COLUMBIA 


Oct. 10— 
Alcoholic beverage reports due from li- 
censed manufacturers, retailers and 


wholesalers. 
Beer reports due from licensed manufac- 
turers and wholesalers. 
Oct. 15— 
Beer tax due. 
Income tax (second installment) due. 
Oct. 31— 
Gasoline tax reports and payment due. 


a? FLORIDA 


Express company reports and taxes due. 
License taxes due unless otherwise pro- 
vided by law. 
Public utility license taxes due. 
Oct. 10— 
Dealers’ and manufacturers’ alcoholic bev- 
erage taxes due. 
Oct. 15— 
Carriers’ and transporters’ alcoholic bev- 
erage taxes due. 
Chain store gross receipts tax reports and 
payment due. 
Gasoline tax reports and payment due. 


Oct. 10— GEORGIA 


Tobacco wholesale dealers’ reports due. 
Oct. 15— 


Malt beverage tax reports and payment 


due. 
Oct. 20— 
Gasoline tax reports and payment due. 
Oct. 10— ~ane 


Beer dealers’ reports due. 


Dairy product substitutes dealers’ reports 
due. 
Oct. 15— 
Electric power company reports and taxes 
due. 
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terly instal 


Oct. 10— 
Oct. 15— 


ports. 


due. 
Oct. 20— 


Oct. 30— 















Oct, 15— 


Oct. 20— 










Oct. 25— 


quent. 
Oct. 10— 
Beer 
permittees 


Oct. 20— 





Oct. 10 


Oct. 15— 


Oct. 20— 


Oct. 25— 






















Oct. 1— 
Brokers’ 
tions. 






Oct. 10— 








Importers’ 
ports due. 


tax and 


Gasoline tax reports and payment due. 
Motor carriers’ gross receipts tax 


Iment) due. 


ILLINOIS 


INDIANA 


KANSAS 


Motor carriers’ mileage tax due. 


Last day to make alcoholic beverage re- 


Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s alcoholic beverage reports 


Gasoline tax reports and payment due. 


Transporters’ gasoline tax reports due. 


Bank and trust company intangibles tax due. 
Bank share tax due. 


Building and loan association intangibles 
tax reports and payment due. 


Gasoline tax reports and payment due. 


Carriers’ gasoline tax reports due. 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


Malt beverage reports and taxes due. 


Carriers’ gasoline tax reports due. 

Compensating tax reports and payment due. 

Income tax (second installment) due. 

Motor carriers’ gross ton mileage tax re- 
ports and payment due. 


Sales tax reports and payment due. 


Gasoline tax reports and payment due. 


KENTUCKY 


and refiners’ 


returns due on margin transac- 


Amusements reports and returns due. 
Cigarette tax report due. 


gasoline tax 


(quar- 





























Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Gross income tax reports and payment due. 














a IOWA 
Income tax (second installment) delin- 
quent. 
Motor carriers’ additional tax due. 
Property tax (second installment) delin- 


reports due from class A 


Stored distilled spirits tax reports due. 


re- 


Oct. 15— 


Oct. 1 MICHIGAN 
eee a = mn Gee Gas and oil severance tax reports and pay- 
Passenger carriers’ mileage tax due. an ment due. 
Public utility gross receipts tax reports C 8 : ‘ _ 
and payment due. arriers’ gasoline tax reports due. 
Oct. 20—— Oct. 15— 


Oct. 31—— 


Oct. 1—— 
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Sales tax reports and payment due. 


Oil production tax reports and payment due. Use tax reports and payment due. 








Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 
Property tax returns due. 


LOUISIANA 


Cotton futures reports due. 
Franchise tax reports and payment due. 
Wholesalers’ tobacco semi-monthly reports 


































































due. 
Oct. 5-— 
Wholesale fish dealers’ reports due. Oct. 20—— 
Oct. 10— Distributors’ gasoline tax reports and pay- 
Importers’ gasoline tax reports and pay- ment due. 
ment due. Gas and oil severance tax reports and pay- 
Importers’ kerosene tax reports and pay- ment due. 
ment due. ‘ 
Importers’ light wines and beer reports] Oct. 10—— MINNESOTA 
due. Brewers’, manufacturers’ and wholesalers’ 
Importers’ lubricating oils reports due. alcoholic beverage reports due. 
Oct. 15— Oct. 1 
Carriers’ gasoline tax reports due. Interstate motor carriers’ mileage tax due. 
Carriers’ kerosene tax reports due. Oct. 25— 
Carriers’ light wines and beer reports due. Gasoline tax payments due. 
Carriers’ lubricating oils reports due. 
Intoxicating liquor manufacturers’ and scapcics 
dealers’ tax reports due. Oct. 5— MISSISSIPPI 
Wholesalers’ tobacco semi-monthly reports Factory reports due. 
due. Oct. 10—— 
Admissions tax reports and payment due. 
Oct. 15— 
Gasoline tax reports and payment due. 
Manufacturers’, distributors’ and whole- 
salers’ tobacco reports due. 
Retailers’, wholesalers’ and distributors’ 
light wine and beer reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Oct. 31—— 
Oct. 20— Motor vehicle registration and fees due. 
Dealers’ kerosene tax reports and payment ; 
due. Oct. 1 MISSOURI 
New Orleans sales tax reports and payment Express and railroad corporations’ annual 
due. 
Petrol Ivent: tn é reports due. 
on Sees Sper Gee. Income tax (third installment) due. 
Sales tax reports and payment due. 
Oct. 30 a eae 


Non-intoxicating beer reports due. 
Oct. 15— 

Gasoline tax reports due. 

Retail sales tax reports and payment due. 
Oct. 25— 

Gasoline tax due. 
Oct. 30— 

Mining statement and fees due. 

Soft drinks reports and payment due. 


Motor carriers’ gross receipts reports and 
taxes due. 

Natural gas sales tax and reports due. 

Natural resources severance tax reports 
and payment due. 

Petroleum products reports and taxes due. 

Public utility and pipe line reports due. 

Severance tax reports and payment due. 




















~ —— MAINS sles MONTANA 
Oo a tax due. Moving picture theatre license taxes due. 
n. Oct. 15— 


Malt beverage wholesalers’ and manufac- 
turers’ reports due. 
Oct. 15— 
Gasoline tax reports due. 





Brewers’ and liquor wholesalers’ 
ports and payment due. 
Electric company reports and taxes due. 


tax re 









Oct. 10 MARYLAND 
Admissions tax payment due. 
Oct. 31—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 





MASSACHUSETTS 





Oct. 1— 













Personal income tax (second installment) 
due. 
Property taxes (second installment) due. Gasoline tax reports and payment due 
Oct. 15— Motor carriers’ additional fees due. 
Cigarette distributors’ tax reports and pay- Personal income tax (second installment) 
ment due. due. 
Oct. 20— Oct. 20— 
Bank net income tax due. Dealers’, producers’, refiners’ and trans- 
Excise (income) tax (second installment) porters’ crude petroleum reports due 
due. Oct. 30-—— 
Oct. 31—— 








| Coal mine operators’ tax reports and pay- 


Gasoline tax reports and payment due. ment due. 


Oct. 1- 
Las' 
Oct. 1 
Gas 
Imi 
Mal 
al 


Oct.- 
Tol 


Oct. | 
De 


Fu 


Oct 


0 


0 









y- 


rs’ 


ual 


ue. 


ont) 


ans- 


yay- 





September, 1940 


Natural gas company taxes and reports 
due. 

Oil producers’ license tax reports due. 

Telegraph company taxes and reports due. 


NEBRASKA 
Oct. 1—— 
Last day to file express company reports. 
Oct. 15— 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 
Manufacturers’ and wholesale distributors’ 
alcoholic beverage reports due. 


NEVADA 
Oct.—Ten Days after First Monday—— 
Toll roads’ and bridges’ quarterly tax and 
reports due. 
Oct. 25— 
Dealers’ gasoline tax reports and payment 
due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
Oct. 1— 
Bank share tax (other than national banks) 
due. 
Gasoline tax due. 
Insurance company 
tax due. 
Personal income tax due. 
Oct. 10— 
Alcoholic beverage taxes due. 
Oct. 15— 
Gasoline tax reports due. 
Public utility property taxes due. 


(domestic) premiums 








NEW JERSEY 


Oct. 10—— 

Excise tax reports and payment due from 
interstate busses. 

Gross receipts tax reports and payment 
due from busses and jitneys in munici- 
palities. 

Oct. 15— 

Alcoholic beverage reports and taxes due 
from manufacturers, distributors, trans- 
porters, warehousemen and importers. 

Oct. 20— 

Alcoholic beverage taxes and reports due 
for retailers. 

Oct. 30 

Carriers’ gasoline tax reports due. 

Oct. 31—— 

Distributors’ gasoline tax reports and pay- 

ment due. 





NEW MEXICO 
Oct. 15—— 
Income tax due. 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports and 
payment due. 
Severance taxes and reports due. 
Oct. 20—— 
Motor carriers’ reports and taxes due. 
Oct. 25—— 
Gasoline tax reports and payment due. 
Use or compensating reports and payment 


due. 
Oct. 15—— 
Personal income tax based on calendar 
year (third installment) due. 
Oct. 30-—— 
Oil and gas production tax net value re- 
ports due. 
NEW YORK 
Oct. 1—— 


New York City property tax (semi-annual 
installment) due. 


STATE TAX CALENDAR 


Oct. 20— 


Alcoholic beverage taxes and reports due. 

New York City retail sales tax returns and 
payment due. 

New York City use tax returns and pay- 
ment due. 

Oct. 25— 

New York City conduit company taxes and 

reports due. 





New York City public utility excise tax 
returns and payment due. 

Oct. 31 

Gasoline tax reports and payment due. 








NORTH CAROLINA 
Oct. 1—— 
Installment paper dealers’ 
taxes due. 
Oct.—First Monday—— 
Property tax due. 
Oct. 10— 
Alcoholic beverage tax and railroad reports 
due. 
Carriers’ gasoline tax reports due. 
Oct. 15— 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 
Oct. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Oct. 30—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone company 
reports and taxes due. 


reports and 


NORTH DAKOTA 

Oct. 1— 
Cigarette stamp tax report due. 
Oil reports and fees due. 

Oct. 6— 


Cold storage warehouse quarterly reports | 


due. 
Oct. 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 
Semi-annual installment of real property 
tax due. 
Oct. 20— 
Sales tax reports and payment due. 
Use tax reports and payment due. 





Oct. 31—— 


due. 
Grain warehouse reports due. 


OHIO 
| Oct. 10— 
Admissions tax reports and payment due 
Alcoholic beverage reports due from class 
A and B permittees. 
Oct. 15— 
Cigarette use taxes and reports due. 
Use tax reports and payment due. 
Oct. 20— 
Dealers’ gasoline tax reports due. 
Oct. 30— : 
Carriers’ gasoline tax reports due. 
Oct. 31 








| Gasoline tax due. 


Cream station and dairy monthly reports | 
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Oct. 1 OKLAHOMA 


Freight car company gross earnings taxes 
and returns due. 
Oil, gas and mineral gross production tax 
reports and payment due. 
Railroad reports of leased equipment due. 
Oct. 5— 
Operators’ reports of mines (other than 
coal) due. 
Oct. 10— 
Airports’ gross receipts tax reports and 
payment due. 
Alcoholic beverage tax reports and pay- 
ment due. 
Oct. 15— 
Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Oct. 20— 
Coal mine operators’ reports due. 
Diesel fuel oil due tax reports and pay- 
ment due. 
Use tax reports and payment due. 
Oct. 30—— 
Cotton manufacturers’ reports and taxes 





due. 
Oil and natural gas—information reports 
due. 
i? an OREGON 
Excise (income) tax (second installment) 
due. 
Personal income tax (second installment) 
due. 
Oct. 10 
Oil production tax reports and payment 
due. 
Oct. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 


Gasoline tax reports and payment due. 
Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
Oct. 10— 

Malt beverage reports due. 

Spirituous and vinous liquor importers’ re- 
ports due. 

Oct. 15— 

Alcoholic beverage manufacturers’ 
and reports due. 

Employers’ returns of tax withheld at 
source due under Philadelphia personal 
income tax law. 

Oct. 31—— 
Gasoline tax reports and payment due. 


taxes 


RHODE ISLAND 


| Oct. 10— 


Manufacturers’ alcoholic beverage reports 
due. 


| Oct. 15— 


Gasoline tax reports and payment due. 
Oct. 31—— 
Reports due from corporations employing 
five or more persons. 


SOUTH CAROLINA 
Oct. 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax and pay tax. 
Oct. 15— 





Motor fuel (other than gasoline) tax re- 
ports and payment due. 
Oct. 20—— 
Gasoline tax reports and payment due. 
Utilities’ gasoline shipment reports due. 
Oct. 31—— 
Motor vehicle registration and fees due. 


SOUTH DAKOTA 
Oct. 1—— 


} Passenger motor carriers’ tax due. 
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Oct. 15— 


Railroad, transportation and _ telephone 
Alcoholic beverage sales reports due. 


company taxes due. 





Gasoline tax reports due. Oct. 21 
Sales tax reports and payment due. Reports of deposits in national banks due. 
Use tax reports and payment due. Oct. 31—— 


Oct. 30 
Mineral products severance tax reports and 
payment due. 





Gasoline tax reports and payment due. 


Oct. 1 VIRGINIA 
Public utility tax due. 
Oct. 10— 


Beer bottlers’, dealers’ and manufacturers’ 
reports due. 
Oct. 20— 


Gasoline tax reports and payment due. 


WASHINGTON 


Hel 


———a ek 


"4 


Oct. 10— 
Malt products brewers’ and manufacturers’ 
reports due. 











TENNESSEE Oct. 15— ; 
Oct. Auto transportation company reports and 
Cottonseed oil mill reports due during payment due. 
month. Butter substitutes reports and payment 
Oct.—First Monday—— due. 


Bank share tax payable. Gasoline tax reports and payment due. 
Property tax due. 


Oct. 10— 





WEST VIRGINIA 


Barrel tax on beer due. Oct. 10— 
Carriers’ gasoline tax reports due. Alcoholic beverage tax reports and pay- 
Last day to file alcoholic beverage reports. ment due. 


Oct. 20— Oct. 15— 
Distributors’ gasoline tax reports and pay- Sales tax reports and payment due. 
ment due. Oct. 30— 
Gasoline tax reports and payment due. 
TEXAS Occupational gross income tax quarterly 
Oct. 1 sa reports and payment due. 





Admissions tax reports and payment due. 

Commercial and collection agency tax re- 
ports and payment due. 

Ores, marble and cinnabar ore tax reports 
and payment due. 

Public utility tax reports and payment 





due. 

Sulphur production tax reports and pay- 
ment due. 

Textbook publishers’ taxes and reports 
due. 


Oct. 15— ‘ 
argar alers’ reports and taxes 
— argarine dealer po Oct. 10 
Oct. 20 ; Alcoholic beverage tax reports due. 
#4 ee —— : > Oct. 15— 
Pe wm tax reports and payment due. Ralivend, Ctnaesh, heuing xr, ent ox 
Carbon block production tax reports and| 9, —. company property taxes due. 
payee eae. “Ge line tax r ‘ts and pay td 
Natural gas production tax reports and rasoline tax reports and payment due. 
payment due. 
Oil production tax reports and payment | Oct. 10 


WISCONSIN 





WYOMING 





due. Carriers’ gasoline tax reports due. 
Theatres’ prizes and awards taxes and re- | Oct. 15—— 
ports due. Gasoline tax reports and payment due. 
UTAH Sales tax reports and payment due. 
Oct. 10 Use tax reports and payment due. 





Oct. 20— 


Carriers’ gasoline tax reports due. 2 
S F Motor carriers’ taxes and reports due. 


Liquor licensee reports due. 
Oct. 15— 
Distributors’ and retailers’ gasoline tax re- 
ports and payment due. 


FEDERAL TAX CALENDAR 





Oct. 15 
Corporation income tax and excess profits 
VERMONT tax return due for fiscal year ended July 

a 31. Form 1120. 

Annual reports of sleeping. parlor, dining, Entire income-excess profits tax or first 
stock, refrigerator and loaning car com- quarterly installment due on returns for 
panies and fast freight companies due. fiscal year ended July 31. Forms 1040, 

Oct. 10 ' 1041, 1120, 1120H, 1120L. . 
Alcoholic beverage tax reports and _ pay- Entire income tax or first and second quar- 

ment due. 7 terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended April 30, with interest at 

6% from July 15 on first installment. 

Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended April 30. Forms 
1040, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended July 31. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year ended 
April 30. Form 1065. 








Oct. 15— 
Corporation income tax (third installment) 


due. Individual income tax return due by gen- 
Electric light and power company reports eral extension for fiscal year ended 
and taxes due. April 30, in case of American citizens 


Express and telegraph company taxes due. abroad. Form 1040. 














September, 1940 





Individual income tax return due for fiscal 


year ended July 31. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended July 31, 1939. Forms 10408, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended July 31. Form 
1120L. 








Monthly information return of stockhold- 
ers and directors of foreign ‘personal 
holding companies due for September. 
Form 957. 

Nonresident alien individual income tax 
return due for fiscal year ended April 
30. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended April 30. Form 
1040NB. 

Nonresident foreign corporation income tax 
return due for fiscal year ended April 30. 
Form 1120NB. 

Partnership return of income due for fiscal 
year ended July 31. Form 1065. 

Personal holding company returns due for 
fiscal year ended July 31. Form 1120H. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended April 30 by general extension. 
Form 1120. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended April 
30. Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended January 31. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for September. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended Janu- 
ary 31. Forms 1040, 1041, 1120, 1120H, 
1120L. 


Oct. 20—— 


Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for September. 
Form 1012. 


Oct. 31—— 


Admissions, dues and safety deposit box 


rentals tax due for September. Form ° 


729. 

Excise tax on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for Septem- 
ber. Form 727. 

Excise tax on lubricating oils, fancy 
wooden matches, and gasoline due for 
September. Form 726. 





Excise taxes on sales due for September. 
Form 728. 

Processing tax on oils due for September. 
Form 932. 


Sugar (manufactured) tax due for Sep- 


tember. Form 1 (Sugar). 
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Excess Profits Tax 


Hearings on the proposed corporate excess profits 
tax for defense purposes were concluded on August 14, 
but, as we go to press, a bill has not yet been intro- 
duced in Congress, although one understood to have 
been tentatively drafted. The Committee, meeting in 
executive session is considering the testimony and other 
matters which were presented at the hearings. At pres- 
ent a snag seems to have been hit in what some of 
the Congressmen term a discrepancy favoring the 
large corporation, one with large normal profits dur- 
ing the period for which the excess-profits credit is 
calculated, 1936-1939, as against the small, or newly- 
formed, corporation whose profits for the same period 
were comparatively small. 

According to the recommendations of the Subcom- 
mittee of the House Ways and Means Committee the 
tax would range in brackets from 25 to 40% on 
profits above what are considered normal (excess- 
profits credit). To arrive at the normal profits base 
the corporation must determine the average profit 
derived over the four-year period, 1936-1939, or it may 
have the alternative choice of the profit return on 
invested capital during the same period. 

Says J. S. Seidman, one of our prominent contrib- 
utors, but this time writing of the Subcommittee Re- 
port in the Chicago Daily News of August 17: 

“To determine how much profit is normal and therefore 
exempt from the new tax, the more favorable of two vard- 
sticks can be selected by corporations. The first is the 
‘average profits’ during the four vears, 1936-1939. The second 
is based on the relationship between the profits and the in- 
vested capital during those years. If a corporation made 
8 per cent on its capital in those years, the 8 per cent of its 


capital in 1940 is regarded as normal, and only the profits 
above that are taxed. 


“However, there is a ceiling and a floor to this second 


yardstick. The ceiling is 10 per cent of the capital; the floor 
is 6 per cent on the first $500,000 of capital and 4 per cent on 
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the remaining capital. In both yardsticks there is an addi- 
tional flat exemption of $5,000. 

And again, 

“What if the corporation starts anew in 1940? Then it can 
only use the second yardstick, but it will be allowed 10 per cent 
on the first $500,000 of capital and 8 per cent on the remainder. 
Corporations that were in existence in only part of the 
1936-1939 period are also confined to the second yardstick, 
with the 10 and 8 per cent computation on the Jan. 1, 1940, 
capital applying to the part of the period that they were not 
in existence, and the actual figures for the period they were 
in existence. 

“<*Equity’ capital is recognized 100 per cent, without limita- 
tion, and is determined by the amount of cash and property 
paid into the corporation plus accumulated earnings or profits. 
The only exception is that stocks and tax-free securities are 
‘inadmissible,’ under a prescribed formula. 

“The term ‘profits’ also has a particular meaning for excess- 
profits tax purposes, as against its use for regular income-tax 
purposes. One of the most important differences is that for 
excess-profits tax purposes gain or loss on sales of securities 
or other property held over 18 months will be disregarded. 

“There are two important additional adjustments, but they 
apply only to the second yardstick (the one where exempt 
profits are figured on the basis of capital). In that case divi- 
dends received by the corporation will not be taxable at all, 
though 15 per cent of the dividend is subject to the regular 
income tax. On the other hand, since borrowed capital is 
recognized as part of capital, the deduction for interest on 
such capital is proportionately eliminated, to bring it into 
line with the fact that dividends paid by the corporation on 
its equity stock are not deductible.” 


Capital Stock Tax 

Corporations having no principal place of business 
within the continental United States have until Sep- 
tember 29, 1940, to file capital stock returns and to 
make payment of capital stock tax for the year ended 


June 30, 1940. The extension of time is made effective 


by T. D. 4984.* Collectors of Internal Revenue are 
authorized to accept returns of such corporations with- 


out assertion of penalties for delinquency or of inter- 
est if the returns are filed and the tax paid on or 
before the extended date (Sept. 29, 1940). 





* 403 CCH { 6373. 
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of the settlement of a claim for legal sery- Savi 
ices rendered by a law partnership of which 

he had been a member. The _ taxpayer Prok 
endorsed the check to a wholly-owned cor- TT 
poration and the corporation reported the pens 
amount as itsincome The taxpayer’s con- table 


tention was that under the non-recognition 
principles of Sec. 112 (b) (5), 1932 Act, he 
was not taxable. The Second Circuit, 
affirming the Board, held that Sec. 112 (bh) 
(5), 1932 Act, was not pertinent to the 
issue involved, and that under the rule of 
Lucas v. Earl, the petitioner was taxable 
for the amount of the fee, despite the 











, ; Sav: 
income assignment. 
; ' = N 
It will be recalled that in a recent decision | 
: ‘ era 
of the same court, Eubank v. Com.,* (dealing as 
, : : , g1\ 
with the assignment of renewal insurance nt 
AN 
House Ways and Means Committee Is Host to Full House of Notables commissions ) the court reversed the Board 
ra 
On August 9, the House Ways and Means Committee session drew the in placing a limitation on the application of | y 
attendance of the ‘‘big guns’’ of War, Navy, Business, Finance, and a host of S : E rec 
interested listeners. Picture shows, (left to right) front row: Rep. Robert the rule of Lucas v. Earl. It was held that | 
Doughton, North Carolina, Chairman of the House Ways and Means Com- : - : ae ae = 
mittee; Senator Pat Harrison, Mississippi, Chairman, Senate Finance Commit- in the case of a taxpayer on a cash basis, by 
tee; Rep. Jere Cooper, Tennessee, Chairman of the House Ways and Means me. —_—— ee eee : ’ 
Sub-Committee; William Knudsen, Defense Commissioner; Henry L. Stimson, the assignment of a right to money payable ma 
Secretary of War; and Henry Morgenthau, Jr., Secretary of the Treasury. ; f or work already performed is ah 
Back row: Lewis Compton, Assistant Secretary of the Navy; Robert P. in the antes f al a y 2 : I'r 
Patterson, Assistant Secretary of War; and John L. Sullivan, Assistant Secre- the transfer of a property right, and the the 
tary of the Treasury. The joint Senate-House hearings were arranged in ‘ : 7 ‘ 
order to shorten the usual time required in Congress for hearings. money when received is not taxable to ihe rec 
assignor. Supreme Court decisions holding ca: 
Public Salary Tax Act Rulings to the contrary in the case of assignments 
In general, Secs. 201, 202 and 203 of the Public ©f compensation for services to be rendered after the je 
Salary Tax Act of 1939 prevent the taxation for years assignment were distinguished in the Eubank decision. 
beginning prior to January 1, 1939, of the compensation =§=—— — ‘ th 
for personal services of the officers and employees of | : , 
; age bp tatieaditt . | Calendar of 1940 Sessions of State Legislatures = 
the states and their political subdivisions and their m 
t f ati “< lurisdicts “onvene Adjourned de 
agencies and instrumentalities. But these relief pro- | eS _ yo = djor " 
‘os . - : | alifornia st Sp. an. : 
visions are under Sec. 205 of the same Act not appli- | agg ( D.) , 
bl h ; | engi | California (2d Sp.) May 13 May 24 Vi 
om e se suc Conapenaareee to the extent that it 1s Illinois (1st Sp.).. Apr. 30 June 5 ; 
paid directly or indirectly by the United States or | Kentucky ........ . Jan. 2 Mar. 14 
any of its agencies or instrumentalities. Sec. 401 of Louisiana (1st Sp.) Jan. 20 Jan. 25 ee 
the Revenue Act of 1940 affords relief to state officers Louisiana ....... May 13 July 11 ” 
or employees from penalties for failure to file returns Maine (Ist Sp.) May 25... ‘i 
, i rane : ‘ Maine (2d Sp.) June 26 eye 
or for negligence or fraud if deficiencies attributable greg te 
ais é d bef M h 15 Mississippi .... Jan. 2 May 13 
- s « are p< Wi¢ by : © . - - 
to their compensation ire paid on or etore arc 2 Missouri (1st Sp.) July 22 July 27 a 
1941. Nebraska (1st Sp.) Jan. 2 Jan. 13 g 
| New Jersey Jan. 9 Tt 
: N York .. — Mar. 30 7 
Assignment of Income New York Jan ; t 
“ f ; : Ohio (lst. Sp.) June 17 June 20 ! 
As a general rule, firmly established by the Supreme Pennsylvania (1st Sp.) May 6 May 16 i, 
Court’s decision in Lucas v. Earl’ assignment of income Rhode Island Jan. 2 Apr. 24 ' 
does not relieve the donor of tax liability. South Carolina Jan. 9 June 8 
2 y - 24 
In Brown v. Com.,? the taxpayer, an attorney, re- Vermont (Ist Sp.) July 24 July och 
: : : . ; sheet Virginia Jan. 10 Mar. 23 ( 
ceived a check in 1933 which represented his portion . 
aan 1 Recessed to Dec. 2. * Recessed to Oct. 21. 
12 ustc § 496, 281 U.S. 111. * Recessed to Nov. 12. : 


740-2 ustc © 9579, 
Eubank v. Com., 40-1 ustc © 9334. — 
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Saving Shrinkage in Estates by Giving 
(Continued from page 557) 
Probate and Administrative Expenses Saved 
To what extent probate and administrative ex- 
penses may be saved is illustrated by the following 
table: 
Diagram No. 8 


Estimated Probate 


Expense on the Contemplated Net Savings in 
Estate Estate Gift Probate Expense 
$ 50,000 $ 4,300 $ 25,000 $ 2,000 
100,000 8,200 50,000 3,900 
200,000 15,400 100,000 7,200 
300,000 22,200 200,000 14,000 
400,000 28,700 200,000 13,300 


Savings in Federal Income Taxes 

Not at all incidental is the possible savings in fed- 
eral income tax that may be realized by judicious 
giving. Divesting oneself of income-producing assets 
takes income off the top bracket of the giver and, 
properly planned, places it in the lower bracket of the 
recipient. Thus, savings are effected. 

It need be emphasized that the savings accomplished 
by giving must be consummated with due care in the 
manner of making a gift. The federal tax laws, the 
Treasury Department regulations and rulings, and 
the Board of Tax Appeals and federal court decisions 
recently decided definitely indicate the necessity of 
careful observance of the tax laws. 

Gifts in trust or gifts of future interests are not sub- 
ject to the exclusion.® 

Gifts in trust must be carefully executed to make 
the gift unequivocal and irrevocable. 

Gifts made to achieve the objective of estate con- 
servation must not be made in contemplation of 
death.® 

Numerous other factors must be considered in de- 
vising any gift plan and effecting estate conservation. 
For example, the most substantial savings in shrink- 
age might be wiped out by unwise giving. The donee 
might not be a qualified recipient, being extravagant 
and lacking in business judgment in the management 
of the gift. For gifts in trust the selection of a trus- 
tee is of vital importance. Shall it be an individual, 
a corporate trustee, or both? Shall the trustee be 
given broad powers of investment or limited powers? 
How shall the income from the gift in trust be dis- 
tributed? When shall the principal be distributed? 
All these and many other questions might well receive 
the counsel of trained trust men. 

Competent tax counsel should supervise the execu- 
tion of any planned program of gifts if the estate 
owner is to reap the benefits of saving by giving. 





8 See, 504, 1932 Rev. Act, as amended by Sec. 505 (a) and (b) 1938 
Act; Reg. 79, 1936 Ed. Art. 10 and 11. 

®Int. Rev. Act 1926 Sec. 811 (d)(1), Sec. 320 (d)(1) 1926 Act, as 
amended by Sec. 805 (a) 1936; Reg. 80 Art. 15. 
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Saving taxes by giving is clearly within the laws. 
It is not tax evasion. To say the least, to give is 
obviously a human trait to be encouraged as a sound 
social philosophy. 


American Bar Association —Annual Meeting 


The Sixty-third Annual Meeting of the American 
Bar Association will be held in Philadelphia, Septem- 
ber 9-12, 1940, with headquarters at the Bellevue- 
Stratford Hotel. 

The Section of Taxation, which meets on Septem- 
ber 11, will present the following program, Chairman 
George M. Morris presiding: 


Morning Session—10:00 A. M. 


Address of Welcome, Hon. Franklin S. Edmonds, Chair- 
man, Tax Section, Pennsylvania State Bar Association 

“Problems in Federal Tax Procedure,” Walter Gellhorn, 
Director, Attorney General’s Committee on Administrative 
Procedure 

Reports of Committees: * 

Federal Income Taxes, E. Barrett Prettyman, Chairman, 
Washington, D. C. 

Federal Estate and Gift Taxes, George E. Cleary, Chairman, 
New York City 

Federal Excise and Miscellaneous Taxes, John W. Town- 
send, Chairman, Washington, D. C. 

Special Committee on the “Traynor Plan,” Lucius A. Buck, 
Chairman, New York City 

Advisory Committee to the United States Bureau of the 
Census, Homer Hendricks, Chairman, Washington, D. C. 

Old Age Benefit and Unemployment Insurance Taxes, 
Robert V. Vincent, Chairman, New York City 


Luncheon Session—12:30 P. M. 


“Income Tax Prosecutions and Local Law Enforcement,” 
Assistant Attorney General Samuel O. Clark, Jr., Chief of 
the Tax Division, U. S. Department of Justice 

“Tax Thoughts of a Legislator,’ Hon. Robert C. Hend- 
rickson, Presiding Officer, New Jersey State Senate 


Afternoon Session—2:00 P. M. 

Reports of Committees: * 

Coordination of Federal, State and Local Taxes, Hon. 
Henry F. Long, Chairman, Boston, Mass. 

State Taxes, Hon. Oscar Leser, Chairman, Baltimore, Md. 

Local Taxes, Professor Robert C. Brown, Chairman, Bloom- 
ington, Ind. 

Special Committee on Recommendations of the Section of 
Judicial Administration, William A. Sutherland, Chairman, 
Atlanta, Ga. 

Special Committee to Cooperate with State and Local Bar 
Associations, William C. Warren, Chairman, Cleveland, Ohio 

Special Committee on Tax Clinics, Percy W. Phillips, 
Chairman, Washington, D. C. 

Special Committee on Membership, William C. Warren, 
Chairman, Cleveland, Ohio 

Amendment of By-Laws 

Report of Nominating Committee and Election of Council 
and Officers 

Open Forum 

Adjournment 





* Reports of Committees shall not be read except by vote of the 
meeting. 
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Bad Debts—Deductions and Recoveries 
a 
(Continued from page 554) 


quent Board decisions in Central Loan & Investment 
Co. v. Commissioner,” and The National Bank of Com- 
merce of Seattle v. Commissioner.° The case of Bur- 
nett v. Sanford & Brooks Co." relied upon by the Chief 
Counsel involved receipts which were clearly income. 
The other two cases ** involved the different question 
of whether the amount of depreciation and depletion 
deductible must in certain cases be used to reduce the 
basis for computing the gain or loss. In such cases 
an important objective of the Courts is to eliminate 
the possibility that a taxpayer may have a double 
deduction for the loss of the same capital. This fea- 
ture obviously can have no application to recoveries 
of bad debts charged off in tax loss years since in 
such case the taxpayer could not take the advantage 
of a bad debt deduction. 

This General Counsel’s memorandum further states 
that in view of the fact that all Regulations since 
Regulation 62, promulgated under the Revenue Act 
of 1921, have contained the provision that recoveries 
of debts “previously charged off, and allowed as a de- 
duction for income tax purposes” must be included 
in gross income for the taxable year in which received, 
taxpayers will not be required to return as income 
amounts received in recovery of debts except to the 
extent that such debts have been actually claimed 
and allowed as deductions in previous returns. Thus 
the Chief Counsel expressly recommends that the 
mere fact that a debt written off was “allowable” as 
a deduction does not require recoveries thereon to 
be included as income if the deduction was not actually 
taken on the return. It seems clear from the reasoning 
so employed by the Chief Counsel that revocation of 
his previous memoranda, is so far as it held that re- 
coveries of debts previously deducted do not consti- 
tute taxable income unless the deduction of the debts 
in prior years resulted in a reduction in tax liability, 
is founded on the meaning of the word “allowed” in 
cases where deductions claimed resulted in “no tax 
benefit.” It is surprising, therefore, that his new 
memorandum makes no mention of the decision of 
the Circuit Court of Appeals for the Third Circuit in 
Pittsburgh Brewing Co. v. Commissioner,”® wherein the 
Court clearly stated that a deduction is not “allowed” 
for tax purposes “unless it is actually taken as a de- 
duction against taxable income.” 


The writer submits that the new General Counsel’s 
memorandum is based on a tenuous and theoretical 


1% 39 BTA 981, acquiescence C, B. 1939-2, 6. 

16 40 BTA 72, acquiescence C. B. 1939-2, 26. 

7 202 U. S. 359, 1931. 

1% U, §. v. Luddy, 274 U. S. 295, 1927, and Hardwick Realty Co., 
Inc. v. Commissioner, 29 Fed. (2d) 498. 

1% Supra, Note 6. 
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argument when it converts into income an item which 
in every practical sense is nothing more than a re- 
turn of capital. 


Practical Aspects of Taxation 
In Latin America 


(Continued from page 545) 


the law, successive administrators, by interpreting 
the laws in a different manner, can in effect apply tax 
laws retroactively to past transactions not taxable 
under the practice or interpretation in effect at the 
time they occurred. 


I should like to mention a few instances (to some 
of which I shall refer in more detail later) of tax 
claims, all filed in various countries within the past 
few months, involving substantial assessments for 
back taxes, interest and penalties resulting from a 
new or changed interpretation of tax laws: 


Claim for transfer taxes on real property trans- 
ferred twenty-nine years ago; two claims for income tax 
on interest paid to non-residents since 1930 and 1931 
respectively; claim for consular fees on certain im- 
ports for a period of fifteen years back; claim over 
a period eight years back for additional taxes on in- 
terest payable in foreign currency on which taxes 
were previously withheld at the source in full, accord- 
ing to the then current interpretation of the law, on 
the ground that the local currency equivalent of such 
interest increased through local currency depreciation 
prior to the time of payment thereof; claim for real es- 
tate taxes for six years back by changing the definition of 
real estate; claim for additional taxes for seven years 
back because of failure to file returns under the cor- 
rect schedule or category; claim for social security 
taxes retroactively for nine years on the value of all 
benefits granted employees by their employers, such 
as medical and housing benefits, tramway passes and 
reduced prices on products manufactured or sold by 
the employer. 


These few examples will give you an idea of what 
to expect in dealing with Latin American tax matters. 
The time is now just about ripe for back tax claims to 
begin to burst forth from transactions about which I 
have been consulted—and I am sure I ought seri- 
ously to consider an immediate return to strictly 
domestic practice before such reputation as I have 
is completely ruined! 


With these comments and warnings on the dangers 
to be watched for in the administration of tax laws, 
I now pass to a discussion of particular forms of 
taxation, with special emphasis on those taxes which 
affect foreign investors and businessmen. 


(To be continued) 
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Appellate and Lower Courts 


Assignment of Income—Taxability.—The petitioner is tax- 
able for 1933 for his share of income received in that year for 
legal services rendered by the partnership of which he had 
been a member, his liability for tax not being affected by his 
assignment of the income to a wholly-owned corporation 
which returned the receipts as its income. 

Affirming Board of Tax Appeals decision, 40 BTA 564, 
CCH Dec. 10,819.—U. S. Circuit Court of Appeals, Second 
Circuit, in H. Lewis Brown v. Commissioner of Internal Reve- 
nue. No. 17106, October Term, 1939. 


Bad Debts—Ascertainment of Worthlessness.—Petitioner 
corporation advanced sums totalling $8,351.45 for physicians’ 
fees, nurses, and medicines during the illness of the mother 
of the president and the secretary of petitioner corporation. 
The mother died in 1933. In 1934, the probate court dis- 
allowed petitioner’s claim against the estate as unproved. 
Under Section 325.16, Wisconsin Statutes 1933, the two officers 
as interested persons were prohibited from testifying regard- 
ing the claim. It is held that the probate court’s disallowance 
of the claim does not establish its worthlessness in 1934 for 
federal income tax purposes. 

Affirming Board of Tax Appeals memorandum opinion, 
CCH Dec. 10,688-B.—U. S. Circuit Court of Appeals, Seventh 
Circuit, in Allen-Bradley Co. v. Commissioner of Internal Reve- 
nue. No. 7142. 


Bad Debts Reserve—Taxability of Excess.—Prior to 1929, 
the petitioner used the reserve method of accounting and 
deducting for bad debts. But in each of the other subsequent 
years its returns showed deductions on account of specific 
debts ascertained to be worthless and charged off as such. 
Permission was neither requested nor expressly granted for 
change in the method of treating bad debts. In 1936 the 
excess bad debt reserve was closed out to a liquidation account 
and distributed to the petitioner’s sole stockholder. It is held 
that by accepting the 1929 return with knowledge that the 
reserve method was not used, the Commissioner gave his 
consent to the change in the corporation’s method of account- 
ing, and hence the reserve became income to it in that year 
and not in 1936 when distribution was made to the sole stock- 
holder. Estoppel principles are not applicable. 

Reversing Board of Tax Appeals decision, 40 BTA 1273, 
CCH Dec. 10,942.—U. S. Circuit Court of Appeals, Second 
Circuit, in S. Rossin & Sons, Inc. v. Commissioner of Internal 
Revenue. Estate of Marco Fleishman by Arthur J. Cohen and 
Michael Schaap, Exrs. v. Commissioner of Internal Revenue. 
Nos. 17092, 17093, October Term, 1939. 

Bank Stock—Year of Worthlessness.—Contrary to the deci- 
sion of the District Court in Smith v. U. S., 36-2 ustc J 9442, 
16 Fed. Supp. 393, the instant court holds that the stock of 
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the Atlantic National Bank of Boston became worthless when, 
upon the expiration of the liquidation period in 1935, the 
failure of the bank to meet a demand for payment of the 
balance of its liabilities fixed the liability for any deficiency 
upon its stockholders.—U. S. Court of Claims, in Jane Bancroft 
v. United States. First National Bank of Boston and Annie B. 
Coolidge, Exrs. under the Will of Emily L. Ainsley, Deceased v. 
United States. (Two cases.) Wm. E. Baker v. United States. 
Arthur N. Maddison, Exr., Estate of George L. DeBlois v. 
United States. Mary B. DeBlois v. United States. Nos. 43816, 
44632, 44633, 43846, 43785, 43803. 


Beer Tax—Refunds—Loss Due to Bottle Breakage in Plant. 
—There is no authority under Sec. 1330b, Title 26, U. S. C. 
[Internal Revenue Code Sec. 3154] for the repayment of taxes 
upon beer which is lost by the breakage of bottles in the 
bottling plant. 

Affirming District Court decision.—U. S. Circuit Court of 
Appeals, Sixth Circuit, in Ekhardt & Becker Brewing Co., Inc. 
v. Giles Kavanagh, Collector of Internal Revenue. No. 8306. 


Capital Stock Tax—Doing Business.—Maintenance of the 
plaintiff’s corporate existence and maintenance of its mining 
properties, including large investments in the stock of other 
inactive mining companies, together with a few “non-continuing” 
transactions, such as the collection of a relatively small sum 
in royalties, the sale of leased ore, the sale of large quantities 
of fuel oil at cost, etc., did not constitute “carrying on or 
doing business” during the years ending June 30, 1934 and 
1935, and, therefore, the plaintiff is not liable for capital stock 
taxes for those years.—U. S. District Court, Dist. of Idaho, 
Northern Division, in Hercules Mining Co. v. United States. 
No. 1438. 


Compensation Paid to Respondent’s Motion Picture Cor- 
poration—Taxability—A British corporation whose shares 
were owned by respondent employed him as an actor under 
an exclusive contract for five years. The Board held that 
compensation paid to the corporation in 1934 and 1935 by 
American producers for the “loan” of his services was not tax- 
able to him. The Court considers the Supreme Court’s deci- 
sion in Higgins v. Smith [40-1 ustc J 9160], decided after the 
Board’s decision in the instant case, and returns the case to 
the Board for a finding as to whether respondent’s hiring 
himself to the British corporation for a salary substantially 
less than the compensation for which the corporation sup- 
plied his services as its employee to various motion picture 
producers constituted, in effect, a single transaction by him in 
which he received indirectly the larger sum paid by the pro- 
ducers, so as to bring this case under the Smith case. 

Returning, for further findings, Board of Tax Appeals deci- 
sion, 40 BTA 101, CCH Dec. 10,753.—U. S. Circuit Court of 
Appeals, Ninth Circuit, in Commissioner of Internal Revenue 
v. Charles Laughton. 
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Board of Tax Appeals 


Administrator’s Tax Liability—An individual who had 
been an administrator and had paid the other debts of the 
estate without satisfying the estate’s debt for income tax due 
to the United States is liable in his own person and estate 
to the extent of such unpaid tax, under Revised Statutes, 
section 3467, and Revenue Act of 1934, section 311 (a) (2). 
His liability was not terminated by his discharge by the pro- 
bate court.—John H. Beasley v. Commissioner, Decision 11,243 
{CCH]; Docket 99113. 42 BTA —, No. 45. 

Allocation of Income and Capital from Sale of Oil Leases 
and Equipment.—The petitioner in 1936 and 1937 assigned 
its interest in certain oil and gas leases, reserving certain 
interests in oil and gas to be produced from the leases until 
designated payments should be received, and at the same 
times assigned all of its interest in the equipment on the 
leases. On authority of Columbia Oil and Gas Co., 41 BTA 
38, CCH Dec. 10,954, it is held that the petitioner is entitled 
to the return of the full amount of the depreciated cost of 
its interest in the equipment.—Tes#-Mex Petroleum Corp. v. 
Commissioner, Decision 11,248-A [CCH]; Dockets 96807, 97624. 


Memorandum opinion. 


Dividends Paid Credit—Bank Account Overdrawn.—In 
December, 1936, the board of directors of petitioner met and 
declared a dividend out of surplus. On or before December 
31, 1936, petitioner delivered the dividend checks to its share- 
holders. On that date petitioner did not have sufficient cash 
on deposit to meet the face amount of the checks. Petitioner 
was solvent and made a practice of issuing checks 
in excess of its balance in the regular course of 
business, the bank honoring its overdrafts. The 
shareholders reported the dividend as income in 
their 1936 returns but the dividend checks were not 
actually paid until almost a year later. It is held 
that petitioner is entitled to a credit against the 
undistributed profits surtax for dividends paid 
equal to the face amount of the checks.—Valley 
Transfer & Equipment Co. v. Commissioner, 

Decision 11,146, [CCH]; Docket 95878, 42 BTA —, No. 50. 


Estate Tax—Contemplation of Death—Decedent, at the 
age of 74 years, about five months after a slight stroke of 
apoplexy, and about seven months prior to a second and fatal 
stroke, transferred securities to her daughter. Decedent had 
previously been giving her daughter, a widow with inde- 
pendent income, $200 a month. The value of the securities 
was $50,000 and the only reason given by decedent for the 
gift was the desire to escape the bother of writing monthly 
checks. It is held, under the facts, that the presumption of 
correctness of determination of deficiency and of transfer 
made in contemplation of death within the meaning of sec- 


tion 803 (a) of the Revenue Act of 1932 has not been over- 
come. 


Arundell and Leech dissent, without written opinion —Estate 
of Sallie E. Walton, Deceased, The Pennsylvania Co. for Insur- 
ance on Lives and Granting Annuities, Emma Walton Hollowell 


and Albert Bussenius, Exrs. v. Commissioner. 
[CCH]; Docket 94787. 42 BTA —, No. 48. 


Gift Tax—Consideration.—Petitioner entered into an ante- 
nuptial agreement with his intended wife in which she released 
all rights which she might acquire by marriage in certain 
stock which he owned, and other statutory rights. In return 
for her relinquishment of those rights, petitioner transferred 
to her two annuities and an interest as tenant by the entirety 
in two parcels of real estate. It is held that such release was 
“adequate and full consideration in money or money’s worth” 
under section 503 of the Revenue Act of 1932 and the trans- 
fers are not subject to gift tax. While the estate tax law 
provides that release of marital rights shall not be deemed 
adequate consideration for the purpose of that law, there is 
no such provision in the gift tax law.—Bennet B. Bristol v. 


Decision 11,245 
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Commissioner, Decision 11,241 [CCH]; Docket 96289. 42 
BTA —, No. 43. 

Loss on Demolition of Residence—Deductibility—In 1902 
taxpayer purchased a house which he used as a residence until 
1919 when he took up his residence elsewhere. In 1925 he 
moved his furnishings and personal effects from the house, 
which he listed with brokers for sale. In 1932 he had the 
house demolished-in order to reduce real estate taxes. It is 
held that no deduction for loss in a transaction entered into 
for profit was allowable, because the house was never converted 
into business property.—Lawrence C. Phipps v. Commissioner, 
Decision 11,206-A [CCH]; Docket 83864. 


opinion. 


Loss on Demolition of Residence—Deductibility.—In 1902 
Sale, for less than its face amount, of a participation certifi- 
cate which represented a portion of petitioner’s unpaid deposit 
in a closed bank, and which petitioner had received in a 
previous year under an agreement for reopening the bank, 
justified a capital loss deduction in the year of sale, not- 
withstanding that both the face amount of the certificate 
and the price received upon the sale exceeded its value upon 
receipt.—The Moock Electric Supply Co. v. Commissioner, 
Decision 11,109 [CCH]; Docket 96284. 41 BTA —, No. 161. 


Valuation—Cancellation of Debt before Due Date.—Peti- 
tioner was indebted in the sum of $130,000 to a corporation of 
which he held a majority stock interest. In 1931 he entered 
into an agreement with the corporation pursuant to which 
he assigned to it all his interest in policies insuring his life 
in the total sum of $200,000, and the corporation agreed to 
carry the indebtedness until his death and collect from the 

proceeds of the policies, and further agreed to pay the 
premiums on the policies, charging these advances to 
petitioner’s account but receiving no interest thereon. 
In 1935, when these advances totaled $43,533.60, the 
corporation was liquidated and as a distribution in 
such liquidation, petitioner’s indebtedness in this 
amount, payable upon his death, was distributed to 
him and thereby canceled, and the policies were re- 
assigned to him. It is held that the value to petitioner 
of this distribution was less than the face amount of 
such account. The Board determines the value to be 
$26,424.90. Warren Service Corporation v. Commissioner (404 
CCH ¥ 9333), 110 Fed. (2d) 723.—F. IV. Kellogg v. Commission- 
er, Decision 11,212 [CCH]; Docket 95135. 42 BTA —, No. 14. 


Memorandum 


Bureau of Internal Revenue 


Bad Debts.—An amount recovered upon a debt previously 
charged off and allowed as a deduction for federal income 
tax purposes constitutes taxable income for the year of re- 
covery regardless of whether the prior allowance of the de- 
duction resulted in a tax benefit to the taxpayer. 

G. C. M. 18525 (C. B. 1937-1, 80) modified; G. C. M. 20854 
(C. B. 1939-1 (Part 1), 102) revoked; and S. R. 2940 (C. B. 
IV-1, 129 (1925) 102) modified. Recommended that J. T. 3172 
(C. B. 1938-1, 150) and J. T. 3256 (C. B. 1939-1 (Part 1), 172) 
be revoked; that J. T. 3278 (C. B. 1939-1 (Part 1), 76) be 
modified; that the acquiescence in Central Loan & Investment 
Co. v. Commissioner (39 BTA 981, acquiescence, C. B. 1939-2, 
6) and the acquiescence in The National Bank of Commerce of 
Seattle v. Commissioner (40 BTA, 72, acquiescence, C. B. 
1939-2, 26) be withdrawn.—G. C. M. 22163, 1940-28-10324 (p. 4). 


Federal Gasoline Tax—Deductibility—The manufacturers’ 
excise tax on gasoline imposed by section 3412 of the Internal 
Revenue Code is deductible for federal income tax purposes 
by the manufacturer, producer, or importer. 

The tax on gasoline imposed by the law of the Territory 
of Hawaii is deductible by the distributor—IJ. T. 3378, 1940- 
22-10270 (p. 2). 


Rentals.—For federal income and excess profits tax pur- 
poses, the N Company may amortize over the 8-year period 
of a lease the cost of a building and permanent equipment 
to be used for manufacturing certain articles in connection with 
the national defense program.—I. T. 3396, 1940-30-10350 (p. 3). 








